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PREFACE 


AVE the inflationary pressures in the economy ot the 
H United States reached the point where public policy 

needs to be concerned with defenses against an exces- 
sively rapid deflation? To what extent have the policies of 
the Federal Reserve Board and of the Treasury affected the 
direction and intensity of inflationary pressures during the last 
decade? Does the federal program in support of agricultural 
prices interfere with freedom of exchange in the marketplace? 
Can the American people continue to permit the structure of 
wages and the movement of prices to be determined by the 
cumulative influence of thousands of bargains between workers 
and employers? Does this method of wage-fixing constitute 
a satisfactory substitute for a national policy concerning wages 
and prices? 

These are a few of the controversial questions considered at 
the Semi-Annual Meeting (Sixty-eighth Year) of the Academy 
of Political Science, held in New York City on April 1, 1948. 
Economists, bankers and government officials presented their 
variant opinions on the complex problems of prices, wages and 
credit which still confront the framers of public policy in this 
tenth year of a major inflation; and their opinions are recorded 
in this volume of the PROCEEDINGS. 

The members of the Committee on Program, who arranged 
the three provocative conferences, were: George A. Sloan 
(Chairman), Miss Ethel Warner (Director), B. H. Beckhart, 
W. Randolph Burgess, Frederic R. Coudert, Lewis W. Douglas, 
Frank Diehl Fackenthal, Peter Grimm, Alvin Johnson, Nicholas 
Kelly, Grayson L. Kirk, Sam A. Lewisohn, Henry R. Luce, 
John J. McCloy, Charles Merz, Frederick C. Mills, Shepard 
Morgan, Newbold Morris, William L. Ransom, Philip D. Reed, 
George Roberts, Arthur Hays Sulzberger, Juan T. Trippe, 
Eliot Wadsworth, Leo Wolman, Philip Young. To them, and 
to the speakers who helped clarify the issues and suggested pos- 
sible solutions, the Academy is deeply indebted. 
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PART I 


THE GOVERNMENT AND INFLATION PROBLEMS 


INTRODUCTION * 


GEORGE A. SLOAN, Presiding 


Chairman of the Board, Southern Agriculturist 
President, The Nutrition Foundation 


Academy of Political Science, I think I am on safe ground 
in saying that every one of us is painfully aware of high 
prices and inflation. 

While no one in government, industry, labor, or agriculture 
has thus far been willing to accept even a share of the respon- 
sibility, the fact that all four of the culprits are represented at 
this semi-annual meeting is a most encouraging sign. Perhaps 
they, too, have had enough! In any event I am sure you share 
my hope that before the end of the day the speakers at this 
morning’s session, this afternoon’s session and this evening will 
be able to point the way to sanity and perhaps a reversal of a 
trend that has long since outlived its welcome. 

For several years now prices and costs of production have been 
chasing each other up and up the ascending spiral. Wage in- 
creases have led to price increases, and higher prices are cited 
to support demands for still higher wages. The not so merry 
merry-go-round goes round and round and up and up. 

Some of my economist friends point out that high prices are 
not a cause, but an incident, of inflation. First among the major 


[T° opening this first session of the spring meeting of the 
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causes, they say, is the terrific increase in the money supply 
during the past decade. The resultant diluted currency, they 
say, shrinks in unit value, thereby forcing prices upward with 
the trend greatly accentuated when the supply of farm prod- 
ucts and manufactured goods is less than the demand. 

Of course we all realize that our growing foreign commit- 
ments and the very real possibilities of increased military ex- 
penditures may put an entirely different light on this whole 
picture. 

Before becoming hopelessly involved in an economic treatise, 
I am going to run to cover and embrace the panel of distin- 
guished economists who have been invited to enlighten us and 
who, I am sure, are “ raring” to go. 

Our first speaker, Professor Frederick C. Mills, holds the 
important chair of Professor of Economics at Columbia Uni- 
versity. He is an old friend who is admired by the members 
of this Academy. He has been studying and teaching eco- 
nomics since he served with distinction as a field artillery 
** shavetail ” in World War I. 

Professor Mills wrote Behavior in Prices in 1927. In 1936 
he wrote, Prices in Recession and Recovery. While he did not 
write the play Going Up, he has graciously consented to tell us 
this morning what has happened to commodity prices since 
1939, 
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COMMODITY PRICES AND THE COMMODITY 
PRICE STRUCTURE 


FREDERICK C. MILLS 
Professor of Economics, Columbia University 


HE last nine years have witnessed a major inflation in the 
economy of the United States. Such monetary totals as 
national income and gross national product, consumers’ 

expenditures, incomes of farmers, the national wage bill, and 
industrial profits have increased at rates far exceeding those 
at which the corresponding physical aggregates have been grow- 
ing—and such a difference is the essence of inflation. It is true 
that the physical gains have been substantial. This has not 
been an inflation of the type that impoverishes. Under the 
froth of rising monetary values a great advance has been scored 
in the physical basis of national well-being. But the incidence 
of the physical gains has been uneven, partly because of differ- 
ences in the degree to which different producing groups have 
contributed to the real national product, partly because of 
inequalities among the price advances that these years have 
brought. 

In my discussion of these developments I select for emphasis 
three aspects of the complex developments of this period. 

1. A characteristic wartime cumulation of price pressures. 
In a typical peacetime business expansion the maximum rate 
of increase in wholesale prices comes in the initial stages of 
expansion. Thereafter there is deceleration, or constancy of 
advance at a rate slightly more than half the initial rate. For 
specific commodities, of course, the maximum pressures and 
sharpest price increases may come in the terminal stages of 
expansion, but the average, over-all record, for eighteen peace- 
time business cycles in the United States, is characterized by 
pressure on prices that is at its maximum between the turn 
of the tide and the first third of the period of expansion. The 
pattern of price change during wartime cycles is sharply and 
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consistently different. For the periods of the Civil War and 
World War I the initial rates of price advance were lower than 
those at any subsequent stage; the terminal rate for the Civil 
War expansion exceeded § per cent a month; for the rise during 
the First World War it was 2 per cent a month. Wartime 
price increases, that is, have terminated in explosive advances. 
If we treat the period from 1939 to 1948 as a phase of cyclical 
expansion (we may not yet, of course, set a date for the peak) 
we have a pattern that is close to those of the preceding war 
periods, in its initial and terminal phases. The initial rate of 
increase was half of one per cent a month. The price in- 
creases in the intermediate stages were at rates only slightly 
above this. Price controls, taxes and governmental borrowing 
held inflationary forces effectively in check during the period 
of fighting. But price movements between June 1946 and 
January 1948 had that same explosive quality that has char- 
acterized past wartime expansions. The rate of advance in 
wholesale prices in this period exceeded 2 per cent a month. 
This rapid increase reflected relaxation of constraints after the 
end of fighting and the influence of depleted supplies and con- 
tinuing heavy pressures from domestic and foreign demands. 
The price recessions that have followed wartime advances, 
I may note in passing, resemble peacetime movements in that 
the rate of price decline is a decelerating one, greatest in the 
early stages of recession. The rate of initial decline after wars, 
however, has been two to four times as great as in the corres~ 
ponding stages of recessions following peacetime advances. If 
we should face a repetition of previous post-war price declines 
—a prospect to which we do not, I think, have to resign our- 
selves—we should expect a sharp drop, with possible brief initial 
acceleration, but with the rate of decline retarded thereafter. 


2. Inversion of the réles of soft and heavy goods. The usual 
pattern of internal shifts during cyclical expansion is marked 
by the relative elevation of the products of heavy industry. 
Metals, durables, nonfarm products, nonfoods, materials for 
use in capital equipment—these are in the van; while soft 
goods—foods and consumer goods generally, farm products, 
nondurables—lag in the price advance that marks the usual 
peacetime expansion. Differences among price movements in 
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business cycles are not, of course, so pronounced as the differ- 
ences among physical volume changes, but the price averages 
for many cycles are marked by stability of foods and other 
consumer goods, and by wider swings of the materials of heavy 
industry. 

The price advance of 1939-48 has reversed this order. Foods, 
farm products, nondurables stand at the top of the spectrum. 
The usually stable consumption sector of the economy has 
recorded the greatest price increases. (I refer here, of course, 
to physical goods alone, not to rent and other service items.) 

The reasons for this shift are, in the main, familiar. World- 
wide shortages of foods and other consumer goods for which 
demands are urgent and inelastic have been a major factor. 
The high domestic purchasing power of consumers at large, 
reflecting wartime gains as well as the effects of a slow, secular 
shift in income distribution that has raised the proportion dis- 
bursed to employees, has intensified the pressure on relatively 
limited supplies. An outstanding feature of the economic 
movements between 1939 and 1948 was a general lifting of 
living standards in the United States, a lifting that carried 
virtually all components of every-day living to levels of con- 
sumption exceeding those of the pre-war period. 

This up-tilting of the consumer end of the price spectrum 
means that the price increases of 1939-48 impinge on the 
pockets and budgets of final consumers more immediately and 
heavily than in usual cyclical expansions. One result has been 
that the pressures of rising living costs on wages have been 
stronger than is usual in peacetime business expansions. The lag 
formerly characteristic of wages and labor costs has been re- 
duced and indeed eliminated in many industries. Equally im- 
portant are the enhanced emphasis on consumers’ expenditures 
and the present strategic importance of consumer prices. The 
willingness and the ability of consumers to continue to absorb 
goods in high volume are crucial factors in the existing business 
situation. 

Aggregate consumer expenditures in the fourth quarter of 
1947 were at an annual rate more than 150 per cent greater 
than in 1939. The estimated physical volume of goods flowing 
to consumers was some 40 to 50 per cent greater. For im- 
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mediate purposes the impressive feature of the record is the 
sharp divergence between physical volume gains and increases 
in aggregate consumer outlays in the last 18 to 20 months. 
Monetary outlays have risen steadily; the stream of physical 
goods flowing to consumers is but slightly larger than it was in 
the second quarter of 1946. In large part the increases in 
dollars spent were offset by rising prices. We have run faster, 
in the sense that we have spent more dollars, but we have 
stayed in almost the same place in the matter of real income. 
In this respect the recent period has a counterpart in the move- 
ments between November 1919 and May 1920, when in a 
splurge of spending consumers scored similar illusory gains. 

There is, of course, clear danger in a situation in which price 
advances do not call out additional supplies of goods. Such 
price rises in the consumption sector of the economy can cramp 
consumers, distorting the pattern of their expenditures and re- 
ducing their effective buying power. The present existence of 
an exceptionally high level of prices of consumer goods accen- 
tuates threats from this quarter. 

3. The changed cost structure of industry. An examination 
of changes in the elements of selling prices of typical manu- 
facturing concerns from 1939 to the end of 1947 reveals a 
seemingly paradoxical situation. The average advance in the 
cost of materials entering into a unit of manufactured goods 
has exceeded the rise in the selling price of that unit; the average 
advance in labor costs per unit has exceeded the selling-price 
change; taxes per unit of product at the end of the period were 
four to five times as great as in 1939. Yet profits, the residual 
share of enterprise, showed, also, a larger advance per unit of 
product than did selling prices. Operating profits have, of 
course, been swelled by rising inventory valuations in 1946 
and 1947. But the major explanation of high profits is found 
in the lagging advance of overhead charges in a period of gen- 
eral price rise, and in the volume factor. Overhead charges 
are spread today over a volume of output 60 to 70 per cent 
greater than that of 1939. As of the fourth quarter of 1947 
all other major elements of unit selling price were 80 per cent 
or more above their 1939 levels; overhead costs per unit of 
manufactured product were at approximately the same level 
as in 1939. 
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To a degree perhaps never before approached in our history 
the present industrial system is geared to high volume. Break- 
even points are generally well above those of the twenties or 
the thirties. Labor costs are high, and would be relatively 
inelastic under downward pressure. Profits are high, but vul- 
nerable. Some of their elements are being removed as inventory 
valuation gains are cut down. Others will be impaired as de- 
preciation charges, rents and other lagging items are adjusted to 
the present level of prices. Even modest declines in volume 
of output would eliminate profit margins for many enterprises 
and would place strong deflationary pressures upon both labor 
costs and material prices. 


In this brief reference to three distinctive features of the 
price movements of recent years I have, of course, touched on 
limited aspects only of the diverse changes of this period. A 
detailed account of these shifts in terms of exchange and in 
economic well-being would include the substantial gains that 
have carried farm prices well above the parity levels of the 
golden era, 1910-14; the progressive advance in the real worth 
of an hour of manufacturing labor—an advance that few eco- 
nomic goods have equalled over the last thirty years; the lagging 
returns of landlords and other creditors (present holders of de- 
fense and war bonds bought within the last ten years have 
suffered a potential loss equal to about one quarter of their 
investments, a loss that will become real if present price levels 
hold when the bonds are cashed); the relatively weak position 
of many salaried and professional groups; the high level of 
profits relative to pre-war rates; and other familiar character- 
istics of recent economic changes. The structure of costs and 
prices thus created reflects, in good part, temporary relations 
and transitory conditions. The elements of the system—the 
relations between farm and industrial prices, producer and 
consumer prices, direct costs and selling prices, and among 
many other commodity and service groups—are not firmly en- 
trenched. The present price structure is, in important respects, 
unstable. We must expect fairly extensive internal realign- 
ments of its elements, with or without major shifts in the price 
level. 

Since the end of active hostilities American industrialists and 
responsible administrators at Washington have been in the 
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curious position of watching for and guarding against both 
potential inflation and potential deflation. The situation today 
is no different. Indeed, new elements in the situation accen- 
tuate one type of danger, without removing the other. With 
respect to dangers of a deflationary sort we must note the ex- 
posed state of the American economy, its possible brittleness 
under strain. The prices of farm products are high by all 
past standards; they are subject to the play of world forces, 
and to sudden shifts as supply conditions are altered. High 
prices to consumers are already curtailing demand. A high- 
cost economy adapted to high volume will encounter serious 
operating difficulties when output is reduced. To these elements 
I add certain factors that would retard adaptation to a suddenly 
lowered price level. Farm price reductions would be fought 
with economic and political weapons; a labor movement 
stronger than any that existed after previous wars would resist 
wage cuts; the traditional lag of administered prices would be 
experienced. I need cite only these to suggest the obstacles in 
the way of a general realignment of prices through a sharp 
recession. 

Such a violent realignment, however, is not the only mode of 
effecting readjustments within the price system as post-war 
emergencies are met and post-war shortages relieved. Per- 
sistent strong demands abroad and the continuing needs of a 
population enjoying a high living standard at home offer pros- 
pects of gradual amelioration of economic stresses. The main- 
tenance of output will make cost reductions possible as 
productivity gains are realized. Such gains, of considerable 
magnitude, are potential in the present situation. With high 
production and advancing productivity, readjustment with 
modest strains is possible. Correctional movements are neces- 
sary in the present price, wage and cost structure; but with 
sanity and restraint in the areas where conscious actions play 
leading parts, these movements need not be economically dis- 
astrous. 

We are not sure today, however, that the stage of deflationary 
correction has been reached. A new defense program, the 
dimensions of which we may not yet set, is taking shape. This 
could be a factor without counterpart in the periods following 
previous wars. Renewed spending on munitions and equip- 


[8] 


No. 1] COMMODITY PRICES 9 


ment, removal of drafted men from the labor market, and 
other stimulations that go with such a program could renew 
and intensify pressures toward higher price levels. We should 
then be concerned not with defenses against deflation but with 
the renewal of controls to hold expansive forces in check. As 
Bernard Baruch has already emphasized, such controls would 
be needed immediately, for the present industrial situation holds 
no such reservoirs of unused productive power as we were able 
to tap in the first phase of the preparedness program of 1939-41. 
Price and wage controls and a system of industrial allocations 
would be the first order of business in a new defense program. 

I do not know which type of pressure we shall be facing six 
months or a year from now—toward inflationary expansion or 
toward deflationary contraction. Indeed, the circumstances 
that will determine these pressures may well be largely non- 
economic in character. Yet there is one major factor that can 
play a vital rdle in defenses on both flanks. The maintenance 
and expansion of production is a direct and obvious defense 
against inflation. No less essential is the maintenance of volume 
for the protection of industrial prices, wages and profits. This 
is perhaps a truism, but it is a truism that has double weight 
today, given the cost structure and the wage-price-profit rela- 
tions we have built up over the last nine years. Volume is the 
key to economic viability under these circumstances. For im- 
mediate self-protection an unbroken volume of output is worth 
almost any price industrial producers and industrial employees 
might be called to pay—even the price of restraint in exploit- 
ing opportunities to advance selling prices and wages. In the 
present world situation domestic United States production is 
so essential that its maintenance must be a major objective of 
public policy and of private endeavor. 
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REMARKS BY THE CHAIRMAN 


CHAIRMAN SLOAN: _ I am sure that I express the opinion of every- 
one present in thanking you, Professor Mills, for a most comprehen- 
sive, interesting and constructive statement on commodity price trends 
during the past ten years in general and with particular emphasis on 
current developments. We were pleased also that you went beyond 
an analysis of these trends and gave us of your best judgment as to 
what should be done to correct these trends. I, for one, was very 
much impressed with what you had to say about the maintenance 
of production. 

It will interest many present who are regular readers of the National 
City Bank Monthly Letter to know that our next speaker, Mr. Norris 
O. Johnson, Assistant Vice President of the National City Bank of 
New York, is a valued member of the editorial staff of that unique and 
distinguished publication. I say this in all sincerity, Mr. Johnson, 
because I think your bulletin is one of the best in its field. 

Mr. Johnson was with the Federal Reserve Bank of New York 
City for eleven years, during the last three of which he served as 
manager of its Economic Research Department. In 1945 he served 
as Treasurer-General of Iran, the third American who has held this 
post since it was established thirty-five years ago to bring order out 
of chaos in the finances of that distant country. 

It is a very real pleasure at this time to present Mr. Norris O. 
Johnson, who will discuss “‘ Problems of Checking Overexpansion of 
Bank Credit”. Mr. Johnson! 
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PROBLEMS OF CHECKING OVEREXPANSION OF 
BANK CREDIT 


NORRIS O. JOHNSON 
Assistant Vice President, The National City Bank of New York 


past five months have provided a rich body of mate- 
rials for evaluating the problems of checking overexpan- 
sion of bank credit in the post-war environment. The 
environment is peculiar because it has in the background fifteen 
years of easy-money policies, fifteen years of painful adjustment 
of financial institutions to unprecedentedly low rates of interest. 
The purposes sought by the cheap-money policy were to discour- 
age saving and encourage borrowing, and especially to make 
money cheap for the government. How hard it is to make the 
switch from easy money to tighter money is evidenced by recent 
moves in Congress to raise the limits on the amount of mortgages 
the F. H. A. may guarantee in order to make money cheap and 
plentiful for the home-builder, especially the veteran. Yet this 
is the very area of credit which Chairman Eccles of the Board 
of Governors of the Federal Reserve System, testifying before 
Congress last November, called “‘ possibly the most inflationary 
factor in the present situation.” 

The problems of checking overexpansion of bank credit en- 
tered the arena of public discussion toward the end of last year. 
In his message to Congress November 17 the President opened 
the debate when he put first on his list of ten proposals for com- 
bating inflation, the need for placing some restraint on “ infla- 
tionary bank credit”. The focal point for concern was the 
rapid expansion of bank loans in 1947, especially during the fall. 
Bank loans generally rise during the fall, as the crops are moved, 
but the expansion last year was abnormally large. For 1947 as 
a whole, bank loans rose $7 billion. Breaking down the total as 
best we can from data now available, we get about a $5 billion 
increase in business loans, a $2 billion increase in real estate loans, 
a $1 billion increase in consumer credit and miscellaneous other 
loans. Security loans represented the only major category that 
declined during 1947. They were down $1 billion. 
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This $7 billion was of course pretty “ small potatoes” com- 
pared to the vast inflationary borrowings of the federal govern- 
ment in financing the war. The trouble was that it came on 
top of the vast wartime inflation of public spending power. In 
the discussion in and out of Congress, it was quite universally 
accepted that the root cause of the inflation was wartime finance. 
Moreover, it was recognized that the expansion of bank loans 
was as much a result of higher prices as a cause. As Mr. Eccles 
put it, we were caught up in a wage-price-profit-credit spiral. 

Mr. Allan Sproul, President of the Federal Reserve Bank of 
New York, testifying before the Senate Banking and Currency 
Committee in early December, elucidated the quantitative 
aspects of the question. He pointed out that the $7 billion in- 
crease in bank loans did not represent a corresponding $7 billion 
increase in the supply of money—currency and checking ac- 
count deposits—in the hands of the public. The expansion 
in bank loans was offset by a decline in bank holdings of gov- 
ernment securities made possible by retirement of government 
debt out of surplus revenues. 

Another element that entered into the discussion was the in- 
fluence of foreign gold sales to the United States Treasury to 
obtain dollars to cover import requirements. This item, which 
approached $3 billion in 1947, largely explains the $3.7 billion 
expansion in money supply experienced during the year. 

The upshot of these discussions, which ran through the No- 
vember-December session of Congress and into the Presidential 
messages to the new session which opened in January, was that 
bank lending was essential to the maintenance of high-level pro- 
duction and employment but that banks should exercise extreme 
caution, confine loans as far as possible to financing that would 
help production, curtail any loans for speculation in real estate, 
commodities, or securities and guard against overextension of 
consumer credit. Two means were adopted, under the tradi- 
tional heading of “‘ moral suasion ”, to interpret these desirable 
broad national policies into terms of individual bank policies. 
The national and state bank supervisory authorities issued a joint 
statement November 24 on bank lending policies and followed 
it up through their periodic examinations of banks under their 
jurisdictions. The American Bankers Association launched a 
voluntary program, endorsed by the President and the Secretary 
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of the Treasury, to bring to the attention of bankers needs for 
tightening credit standards and the dangers of lending for un- 
productive or speculative purposes. 

The question naturally came up as to what use was being made 
of the Federal Reserve’s powers of general credit control to re- 
strain bank lending. Here arose the controversy over the ade- 
quacy of power. The Federal Reserve Board took the position 
there was very little that they could do in the existing situation 
without more powers. On the face of it, this was a rather re- 
markable position for the Reserve Board to take. 

In the 1930’s it had been made pretty clear that a central 
banking system, at least in some circumstances, could not induce 
an expansion of private credit just by making bank reserves 
plentiful. As Mr. Eccles put it, very effectively, ““ You can’t 
push a string.” But it is quite obvious that you can pull a string. 
In other words, Federal Reserve policy can be more positively 
effective in the act of restraint than in the act of encouraging 
expansion. 

In 1935 the Reserve Board sought and obtained, in the Bank- 
ing Act of 1935, increased powers of restraint to be used when 
needed; namely, unrestricted authority to increase member 
bank reserve requirements up to double the statutory percent- 
ages. The Federal Reserve Banks had no more than $2.4 bil- 
lion government securities in their portfolios which could have 
been sold to take up some of the slack in bank reserves that 
existed at that time. It was argued, and quite properly, that 
this was not enough power for restraint. Since the war, how- 
ever, the Reserve Banks have had upward of $20 billion gov- 
ernment securities in their portfolios. Federal Reserve pur- 
chases of all these government securities were the mainspring 
in the vast wartime inflation of the money supply. Why could 
not some of these securities be sold if the Reserve System wanted 
to tighten up the supply of credit? The power to do so was 
enormous and unprecedented. 

The obstacle which the Federal Reserve Board saw in using 
this power was, of course, that it could not put a lot of govern- 
ment securities on the market without driving their prices down, 
embarrassing banks and other financial institutions generally, 
and increasing the rates of interest the Treasury would have to 
pay on current debt refundings. The Reserve Board evidently 
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felt that very drastic action was called for and that only very 
drastic action would be effective. It proposed that Congress 
should authorize a set of “ special ” reserve requirements running 
up to 25 per cent on top of the familiar “ regular” reserve re- 
quirements which currently range, with respect to demand de- 
posits, from 14 per cent for institutions classified as “ country ” 
banks up to 22 per cent for “central reserve city” banks of 
New York and Chicago. 

On the other hand, Mr. Sproul felt that an exercise of existing 
powers on a modest scale might achieve positive results. He felt 
that with the vast public debt, distributed widely, the credit 
supply would be sensitive to even small, gradual adjustments in 
policy. Secretary of the Treasury Snyder shared Mr. Sproul’s 
skepticism that the Reserve Board’s proposed new powers would 
actually accomplish what they were designed to accomplish. 

I think there had been efforts, within the Federal Reserve 
System, to get started with some restraining measures much 
earlier, and it would have been much better all around if that 
had happened. As it was, a modest policy of restraint through 
powers of general credit control was inaugurated in early July 
with the so-called “ defrosting” of the artificial ¥% per cent 
rate on 91-day Treasury bills. There was little demand for 
Treasury bills at this rate and ninety per cent of them were held 
by the Federal Reserve Banks who bought them, at the % per 
cent rate, from anyone who had a better use for his money. 
The Treasury bill rate was allowed to rise gradually, and later 
the certificate rate—the rate the Treasury pays for one-year 
money—was raised first to 1 per cent in October, and to 1% per 
cent in January. 

The yeast of this modest policy was already working when 
the problem of restraining bank-credit expansion became front 
page news in November. At the same time unexpectedly heavy 
demands for funds were converging upon the credit and capital 
markets. Utility companies were borrowing to finance new in- 
stallations, oil companies and many lines of manufacturing were 
under the same necessity or pressure to expand their facilities 
and to replace those wearing out or inefficient. In October the 
federal Treasury borrowed $870 million, obtaining funds to 
retire the Mellon 444s and Armed Forces Leave bonds. State 
and local governments were big. borrowers for the first time 
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since the war, as they raised funds to pay state bonuses to 
veterans. Expenditures for residential housing rose, almost en- 
tirely financed by credit. 

At the same time, the wage-price spiral and big high-priced 
crops put a pressure on all levels of business from primary pro- 
ducer down to the local grocery store for more working capital 
to finance payrolls and goods in pracess of manufacture and dis- 
tribution. 

The Treasury-Federal Reserve “‘ modest policy ” of restraint, 
acting upon the supply side of the equation, and the increase in 
demands developed a powerful reaction in the markets for long- 
term, fixed-interest securities. The first declines, in preferred 
stocks, corporate and municipal bonds, got under way in Sep- 
tember. In October United States government bonds joined 
the procession and by the fifth of November the authorities evi- 
dently thought the decline had gone far enough and set floors 
under the prices of long-term government bonds. These floors 
were reduced, suddenly and without warning, on Christmas Eve 
after the authorities had purchased $1.8 billion long-term bonds. 
The markets for corporate and municipal bonds, of course, re- 
acted sympathetically. This gave the market an even greater 
jolt than the original decline. Bond accounts of many banks 
and other investment institutions all over the country turned 
from black figures into red. 

Let me recapitulate, now, the measures that were taken, dur- 
ing 1947, to check bank credit expansion: 


1. A controlled rise in the Treasury bill rate from % per 
cent in early July up to nearly 1 per cent; 

2. A rise in the certificate rate from 7 per cent in July 
to 1% per cent in January; 

3. The stabilization of government bond prices November 
§ followed by a lowering of support levels December 
24; 

4. The statement November 24 by bank supervisory 
authorities urging banks to exercise extreme caution in 
their lending policies; 

5. The launching of the American Bankers Association 
program to bring the dangers of the situation to the 
attention of bankers. 
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The efforts of the bank supervisory authorities and A.B.A., 
of course, have continued into 1948. The Federal Reserve 
authorities made two additional moves in January. The Federal 
Reserve Banks increased their discount rates from 1 to 14% per 
cent and the Federal Reserve Board raised the reserve require- 
ments of the New York and Chicago banks against demand de- 
posits from 20 to 22 per cent. The increases in reserve require- 
ments were made effective February 27. 


Meanwhile, the Treasury used a great part of its first-quarter 
surplus, running to six or seven billion dollars, for directly re- 
tiring government securities held by the Reserve Banks. The 
Reserve Banks, of course, were buying securities in the open 
market at the time to support their prices, but over all, this 
operation resulted in a net reduction in Federal Reserve Bank 
holdings of government securities of nearly two billion dollars 
between the end of December and the 24th of March. 


Now let us take a look at results in terms of the objective— 
restraining overexpansion of bank credit. We do not yet have 
data for all banks subsequent to December, but the figures of 
the weekly reporting member banks in leading cities throughout 
the country show, practically speaking, no net change in bank 
loan volumes for the first twelve weeks of 1948: 


Changes in corres. 
Dec. 31, 1947 March 24,1948 Changes period last year 


(In millions of dollars) 


Business loans ... 14,650 14,484 — 166 + 846 
Security loans ... 1,674 1,560 — 114 — 844 
Real estate loans 3,459 3,610 + 151 + 231 
Loans to banks . 106 254 + 148 + 108 
Other loans ..... 3,439 3,513 + 74 + 93 
Total loans ... 23,328 23,421 + 93 + 434 
Government se- 
CUFIEIOS ....... 37,227 35,469 — 1758 — 1573 
Other securities . 4,260 4,342 + 82 + 146 
Total Loans and 
Securities ... 64,815 63,232 — 1583 — 993 


The $93 million increase in total loans was entirely accounted 
for by interbank loans which represent temporary borrowings 
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of reserves by one bank from another. Other loans items off- 
set each other. Real estate loans were enlarged further— 
though at a definitely slackened rate—while security loans 
showed a net decrease. Commercial, industrial and agricul- 
tural loans—the broad category of “business loans ”—were 
$166 million smaller on March 24 than they had been in De- 
cember. In the same twelve weeks of 1947, business loans 
rose $846 million. 


I think it was pretty clear toward the end of last year that 
banks were going to be a good deal more cautious in putting new 
loans on their books. But I do not know anyone who predicted 
that there would be a practical leveling out in bank loans, as 
actually seems to have happened. 


This result is all the more striking in view of the fact that very 
heavy tax collections by the Treasury were cutting down the 
money supply and bank holdings of government securities. 
Increased bank lending has not significantly relieved the defla- 
tionary influence of the big cash surplus rolled up by the 
Treasury since the first of the year. 


On the other hand, a new and somewhat unexpected infla- 
tionary or reflationary influence has appeared on the stage— 
namely, lending activities of financial institutions other than 
banks, financed by sales of government securities to the Fed- 
eral Reserve Banks. These activities, it is quite evident, have 
relieved or offset the deflationary effect of the Treasury surplus 
to a significant extent. 


Now let us draw conclusions which this experience suggests: 


First, on the question of the need for more powers to curb 
bank lending, the experience seems to demonstrate pretty clearly 
that the existing powers, as they have been used, can have very 
tangible effects even when they are employed on a modest scale. 

Second, the emphasis placed on the dangers of overexpansion 
of bank credit has obscured the fact that nonbank investors have 
direct access to Federal Reserve credit, under prevailing condi- 
tions, and thus an independent capacity to inflate or reflate the 
money supply. 

Third, we need a certain amount of private credit expansion 
during periods of very heavy Treasury surpluses, such as we have 
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just come through. If we did not get enough relief in this way 
we might get more deflation than we bargained for. 

The vital point as I see it is to get just the right amount of 
anti-inflationary pressure through Federal Reserve and Treasury 
policies. The authorities have large powers, if they are willing 
to use them, in applying what they conceive to be the right 
degree of anti-inflationary pressure. 


REMARKS BY THE CHAIRMAN 


CHAIRMAN SLOAN: Thank you, Mr. Johnson. You have dealt 
with a most difficult subject, but you have dealt with it with under- 
standing and clarity. Seeing in the audience a good many of your 
colleagues, who are experienced in monetary and fiscal matters and 
in this particular problem of bank credit, I think you should be 
prepared later on for a barrage of questions from the floor. 

Professor Friedrich A. Lutz, of the Department of Economics and 
Social Institutions at Princeton University, has come to us this morn- 
ing at the request of our Program Committee to discuss “Credit and 
Finance Policies”. Before leaving Germany, Professor Lutz was 
Lecturer at the University of Freiberg. Shortly after that experience, 
in 1934 and 1935, he was a Rockefeller Fellow in England and sub- 
sequently in the United States in 1937 and 1938. Since that time 
he has been at Princeton University. 

Like Professor Mills of Columbia, Professor Lutz of Princeton is 
an author of several well-known publications. In 1945, the National 
Bureau of Economic Research published his Report on Corporate Cash 
Balances, 1914-43. In 1947 the Twentieth Century Fund published 
the book Rebuilding the World Economy written by Professor Lutz 
together with Professor N. S. Buchanan. Indeed Professor Lutz has 
written many articles on economic theory and the theory of money 
and international trade. His latest contribution was a pamphlet 
this year on the Marshall Plan and the European Economic Policy. 
It is a pleasure to present to you Professor Lutz. 
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CREDIT AND FINANCE POLICIES 


FRIEDRICH A. LUTZ 
Professor of Economics and Social Institutions, Princeton University 


T the end of December 1947 the volume of money, that 
A is, demand deposits and currency in circulation, 
amounted to 113 billion dollars. Time deposits, which 
are a near substitute for money, so near in fact that many econ- 
omists prefer to include them in money, amounted to 56 billion 
dollars, and the next near substitute for money, government 
securities, amounted to 164 billion dollars, counting only those 
government securities that were held outside the banks. The 
total amount of money plus its near substitutes outside the 
banks was thus 333 billion, as against a total of 95 billion in 
June 1940. It is because monetary policy has to be carried 
out in a milieu which is characterized by such an overabundance 
of money and its near substitutes that it has become so much 
more difficult for the monetary authority to control inflationary 
tendencies than it ever was before. 

To illustrate the difficulty which is caused by this over- 
abundance let us look at the events of 1947. Owing to the 
expansion of business and the rise in prices the demand for in- 
vestment funds was great. Business firms could satisfy this 
demand (1) by drawing on their idle cash balances, (2) by 
selling their holdings of government securities or not replacing 
them when the securities matured, (3) by borrowing from the 
banks, (4) by issuing new corporate bonds (or stocks). 

The first source is definitely inflationary; it amounts to an 
increase in the velocity of circulation of money. Indeed the 
inflation of the last year was to a large extent a “ velocity 
inflation ”, resulting not only from the fact that business drew 
on its idle cash balances, but also from the fact that consumers, 
once they began to fear further price rises, started to use their 
cash balances more actively. This inflationary source would 
not have existed had not inflationary finance during the war 
increased the volume of money, since 1939, roughly threefold. 
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The second source, the liquidation of government-bond hold- 
ings by business (business holdings declined by 2 billion in 
1947) can also be traced to overabundance—overabundance of 
this near substitute for money. Now, this second source of 
investment funds is not necessarily inflationary. Sales of gov- 
ernment bonds to somewhat reluctant purchasers outside the 
banking system would simply lead to a drop in bond prices or, 
what amounts to the same thing, to a rise in the interest rate. 
But if government bonds are readily bought with idle balances, 
or if the Federal Reserve Banks buy these bonds in order to 
keep them at the par level, such sales do increase either the 
velocity of circulation or the volume of money, and are there- 
fore also inflationary. It is indeed this support policy on the 
part of the Federal Reserve Banks which makes government 
bonds held by the public such a perfect substitute for money, 
and the huge mass of government securities the inflationary 
danger which it presents today. 

The third source of investment funds, bank loans, could, it 
might seem at first glance, be easily controlled by raising the 
interest rate on bank loans. But quite apart from the question 
whether a rise in the interest rate on bank loans is a sufficient 
check on new borrowing, the banks have no inducement 
appreciably to raise the rate on bank loans, despite the heavy 
demand, as long as they themselves have plenty of near sub- 
stitutes for money in the form of government securities. They 
can simply sell government securities; as long as the Federal 
Reserve Banks feel obliged to buy them in order to stabilize the 
interest rates on government securities, the banks can always 
by selling governments get additional reserves from the Federal 
Reserve Banks with which to satisfy the demand for loans on 
the part of their customers. The elasticity of supply of bank 
credit is, under these conditions, practically infinite. Again, 
the inability of the Federal Reserve Banks to control bank-loan 
expansion can be traced back to the overabundance of near- 
money, this time in the hands of the banks. 

Finally, the fourth source of the demand for funds, the issue 
of corporate bonds, again need not be inflationary provided the 
bonds are bought out of current savings. If, however, they 
are bought out of funds previously held idle, the issue of bonds 
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leads to an increase in the velocity of circulation of the existing 
volume of money. Furthermore, corporate bonds are a close 
substitute for government bonds; and if the purchasers of the 
new corporate bonds obtain their funds simply by shifting out 
of government bonds with a lower yield into corporate bonds 
with a higher yield, the new issues may be inflationary, even 
though they are not bought with idle balances, provided the 
government bonds sold by the purchasers of new corporate 
securities are bought by the Federal Reserve Banks which in ex- 
change create new demand deposits as well as new legal reserves. 
We are thus back again at the same point: overabundance of 
money and its near substitutes as the source of the difficulty of 
controlling credit. 

We can express the problem which now confronts the mon- 
etary authorities by saying that at present investments are run- 
ning ahead of savings; that the difference between the two is 
financed either by hitherto idle cash balances, or by new money 
created by the sale of government bonds to the Federal Reserve 
Banks, or by the granting of additional bank loans; and that 
the monetary authorities pursuing their present policy are ap- 
parently unable to close the gap and reduce investments to the 
volume of current savings or raise current savings to the volume 
of investments. 

Before coming to the main point of my paper, namely, the 
question of what policies could be pursued by the monetary 
authorities to check the inflationary tendencies, I would like to 
point out that there is always a chance that the demand for 
investment funds may decline of its own accord, while the 
monetary authorities continue with their present policy which 
is on the whole passive. (I disregard here such minor anti- 
inflationary measures as the raising of the rates on short-term 
securities, and some other steps which the Federal Reserve Sys- 
tem has taken.) Such a decline in the demand for investment 
funds is always a possibility, and if it occurs the inflationary 
danger will be over at least for the time being; but the problem 
would only be postponed until the next boom. It is with us as 
a long-run problem so long as the overabundance of money and 
its substitutes persists. 

What can the monetary authorities do to check the inflation? 
There are two agencies that can influence the situation, the 
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Federal Reserve Banks and the Treasury. I take up the Fed- 
eral Reserve Banks first. 

Inasmuch as the inflation is the result of an increase in the 
velocity of circulation, the Federal Reserve Banks have no direct 
influence. It is the public alone that decides how fast it wants 
to turn over its cash balances. If, however, the inflation were 
only the result of an increase in the velocity, we should not 
need to be so apprehensive of the future. An increase in the 
velocity has its limits set by the fact that consumers as well 
as business firms need to keep cash balances in a relatively 
stable ratio to their transactions. Only those cash. balances 
that are held in excess of this minimum ratio can be disbursed 
for expanding investment. As long as such excess cash balances 
are being dissolved they tend indeed to raise prices; but with the 
increase in prices the money value of the transactions also 
increases, so that ultimately the cash balances which were 
formerly excess balances in the system become part of the 
necessary minimum of “transactions balances”. Once this 
process has worked itself out, no further inflation need be 
feared on account of further increases in the velocity of cir- 
culation. How far we are at present from this limit I am, 
however, unable to tell. If the limit is too far off for com- 
fort, then the Federal Reserve Banks would have to check the 
effects of the increase in the velocity on the price level by con- 
tracting the money supply in the economy, and this brings 
me to the second source of the inflation: the increase in the 
money supply itself, which can now take place so easily because 
government bonds can be turned into money either by banks 
or by individuals. How can such an increase in the money 
supply be checked or the money supply be contracted if neces- 
sary by the Federal Reserve System? 

The answer to this question is in a way implied in what I 
have said so far. Government securities, I said, are near sub- 
stitutes for money. An individual cr a bank can always sell 
them and obtain money for them. This is, of course, a neces- 
sary attribute of a security and cannot be abolished. But we 
have here sharply to distinguish between an asset which is a 
substitute for money only for an individual person or institu- 
tion, and an asset which is a substitute for money even from the 
point of view of the economic system as a whole. A govern- 
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ment bond if sold by one individual to another increases the 
first individual’s cash balance but at the same time decreases 
the other individual’s balance. There is no increase in the total 
volume of money in the system as a whole. But at present, 
government securities are substitutes for money even from the 
point of view of the economy as a whole. This is so because 
whenever sales of government bonds threaten to lower their | 
prices below the par value, the monetary authority which has 
the power to create money (that is, the Federal Reserve Banks) 
steps in and buys them in exchange for newly created money. 
That government securities are substitutes for money even from 
the point of view of the economic system as a whole is thus the 
result of a policy decision: the policy of supporting the prices 
of government securities at their par level. It is clear from 
this that the necessary condition for an effective check on the 
expansion of the volume of money is the removal of this sup- 
port policy which would leave to government securities their 
character as substitutes for money as regards the individual, but 
would eliminate it as regards the system as a whole. As far as 
I can see there is no other method by which the Federal Reserve 
Banks can check further inflation, if the demand for additional 
investment funds continues. What would the abandonment 
of the support policy for government securities imply and what 
are the objections to it? 

Lower government security prices mean higher interest rates. 
New issues by the government for the purpose of replacing 
old issues which fall due for repayment would have to be issued 
at higher interest rates. The rise in the interest rates would 
not of course be confined to government bonds. The interest 
rates on all types of securities and even the rates charged to 
bank customers are all interrelated. If the rates on govern- 
ment securities rise, corporations floating new bond issues will 
also have to offer higher rates in order to compete with the 
government bond issues. If bank loans are to remain an at- 
tractive investment for the banks, the interest rate charged on 
them must rise; otherwise the banks will prefer to invest in 
governments. There is, of course, also a connection between 
the rates on short-term and long-term securities for funda- 
mentally the same reason. In short, once the support price 
policy is dropped, the whole level of interest rates in the econ- 
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omy will rise; and the function of the rise in the level of inter- 
est rates would be to check the demand for investment funds 
so that it is reduced to the level of current savings at the new 
rates of interest. This would close the gap between invest- 
ments and savings which was the cause of the inflationary 
tendency in 1947 and which might continue to cause further 
inflation. 

What are the objections voiced against such a policy? Leav- 
ing minor points aside (such as the balance-sheet difficulties 
facing the banks if they have to write down their bond port- 
folio) they are, as far as I can see, three in number. 

I. It is said that the abandonment of the support policy 
would flood the market with sales of government securities. 
These securities are of two types: nonmarketable securities (the 
so-called savings bonds) and marketable securities. Although 
the fear has often been expressed that a fall in the prices of 
marketable bonds would induce the holders of nonmarketable 
bonds to cash them in, I can see no reason whatever for expect- 
ing such a reaction from their present holders. These holders 
were irrational enough to hold on to them in the face of the 
continuous decline in their purchasing power caused by the 
general price rise. They may be expected to hold on to them 
in the face of a rise in the interest rate on marketable bonds. 
But if the higher interest rate on the marketable bonds induces 
them to cash their nonmarketable bonds, then their only motive 
can be the desire to shift into the bonds with the higher yield. 
Such action on their part does not lead to further inflation; it 
does not increase the volume of money. Those who are afraid 
of a selling wave of nonmarketable securities must assume, I 
think, that the sellers want cash to spend on commodities and 
that the Treasury which has to provide the cash would have 
to sell new securities to the banks, a process which increases 
the volume of money. But I can see no connection between 
a higher interest rate on marketable government securities and 
a desire on the part of the holders of nonmarketable securities 
to spend more money on consumers goods. 

So far as marketable securities are concerned, it is reasonable 
to suppose that banks and other investors would sell if they 
were afraid of a further decline in prices in the future. A 
policy which simply lowered the support price level would 
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probably produce a selling wave because investors might expect 
a further lowering of the support level in the future. The 
support would therefore have to be withdrawn entirely. I 
frankly do not know how investors would then react, 
and I do not know how far government bond prices would 
fall. Some bankers have told me that banks would probably 
sit tight if this policy were followed, and that is quite possible. 
But I do not feel in a position to make a definite statement on 
this point. 

II. The fear of the authorities of a severe fall in bond prices 
brings me to the second objection raised against the withdrawal 
of the support policy. For the Treasury it would mean three 
things: First a rise, possibly a considerable rise, in the total 
interest charges on the public debt, charges which now amount 
to roughly § billion dollars a year. This increase in the interest 
charges would make itself felt as the old issues had to be re- 
placed by new ones; and the Treasury would have a smaller 
budget surplus, if any, so that it could reduce taxes or the public 
debt by a smaller amount than would be the case in the absence 
of such a rise in the interest charges. It is thus simply a ques- 
tion of whether it is worth paying this price for checking infla- 
tion. The answer is complicated by the fact that if there is 
a budget surplus, and it is used to reduce the public debt, this 
action on the part of the government is also anti-inflationary, 
or at least can be made so; and then the choice may simply be 
one between two kinds of anti-inflationary policy. I shall, 
therefore, reserve my judgment on this point until I speak 
about this other kind of policy. But if the choice is simply 
between checking inflation at the price of higher interest charges 
and a reduction of taxes, I believe that as long as the inflationary 
tendencies last, it is worth paying the price of renouncing tax 
reduction in order to stop inflation. 

Furthermore the Treasury is afraid that such a fall in gov- 
ernment bond prices would damage its credit in the eyes of the 
public. Here the answer seems to me quite simple: The in- 
vestor in government bonds has been on the losing side all along 
because of the inflation; the purchasing power of his bonds has 
declined to a fraction of the purchasing power which he 
originally lent. If, at the cost of a fall in the price of long- 
term government bonds to, say, 80 in the middle of 1946, the 
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inflation that came after that date had been avoided, the real 
interests of the investors would have been much better safe- 
guarded than they were by a policy which supported the gov- 
ernment bonds at par but let the price level rise by 40 per 
cent or more; particuarly when we consider that the investor is 
always reimbursed at par if he holds on to the securities until 
maturity. I know that the usual answer to this argument is 
that investors do not “look at it that way.” They look at the 
bond price and are content so long as it does not fall. The in- 
flation they take as an act of God, and not as the result of a 
policy decision on the part of the monetary authorities. I 
doubt this very strongly. It may be true for small holders of 
government bonds, but most small holders have savings bonds 
which do not fall in price no matter what happens to the inter- 
est rate in the market. And the big holders can be expected 
to have some inkling of what causes the inflation. In any case 
it seems to me that the authorities should safeguard the real 
interests of the investors in government bonds and not simply 
what those investors may imagine their interests to be. 

Another difficulty facing the Treasury concerns public debt 
management. This problem is of a very technical nature and 
I cannot examine it here. The difficulty does not seem to me, 
however, to be sufficiently great to justify a passive policy on the 
part of the authorities. 

III. There is finally the fear that the rise in the level of in- 
terest rates will not merely stop inflation but will cause a reces- 
sion; a well justified fear. I know of no case in history where 
the monetary authorities succeeded in stopping an inflation 
without at the same time causing a recession, for which nobody, 
naturally, wants to be responsible. But the risk of provoking 
a recession simply has to be taken, and it may be of some com- 
fort to know that the choice is not simply one between further 
inflation and recession but one between an early, mild recession 
and a later, more severe recession. If we have the choice be- 
tween falling from the second and the fifth floors of a building, 
the second floor is still to be preferred. 

In view of all the difficulties connected with a rise in the 
level of interest rates, it is understandable that the authorities 
are reluctant to follow such a policy. Is there any other 
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method of controlling inflation which will avoid the necessity 
of a rise in interest rates? 

The Federal Reserve Board suggested as such a method the 
so-called secondary reserve plan which would give the Board 
additional powers of control. The plan would enable the 
Board to require of the banks that they should hold additional 
reserves up to 25 per cent of demand deposits, and 10 per cent 
of time deposits, in the form of cash, deposits in the Federal 
Reserve Banks, or short-term government securities. This 
plan was intended to drive a wedge between the government- 
security market and the rest of the capital market, so that in- 
terest rates on government bonds could be held at their present 
levels by creating as it were an artificial demand for govern- 
ment securities on the part of the banks, while interest rates 
on all other securities and on bank loans might rise in response 
to the increase in the demand for investment funds. 

I have not time to discuss this ingenious plan in detail here. 
Its weakness seems to me to lie in the fact that it underesti- 
mates the interconnection between the various parts of the 
capital market, that is, between the interest rates on different 
securities. If the rates on corporate bonds were to rise sub- 
stantially, individual investors, insurance companies, and so on, 
would have an incentive to shift out of government securities 
with a low yield into corporate bonds with a high yield. They 
would sell government bonds which the Federal Reserve Banks 
would have to buy. This would create new deposits and new 
reserves for the banks. And although the Federal Reserve 
System might tie up these reserves for a while by raising the re- 
serve requirements toward the 25 per cent limit, this limit would 
probably soon be reached. As the plan has, as matters now 
stand, no chance of being accepted, I need not go further into 
details. If we disregard the secondary reserve plan as being 
impracticable, is there perhaps a third method of controlling 
inflation without at the same time raising the level of interest 
rates? 

It is generally believed that the Treasury by creating a sur- 
plus in the budget can stop inflation without affecting interest 
rates. Now, a budget surplus which is used to reduce the 
public debt may amount to a sort of “ forced ” savings on the 
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part of the community as a whole, provided the public would 
have spent, and not saved, an amount equivalent to the surplus 
had it not been forced to turn this amount over to the Treasury. 
Under these conditions the budget surplus means an increase 
in savings in relation to investments and the gap between the 
two diminishes or disappears. If the Treasury chose for in- 
stance to redeem, out of its surplus, government bonds held 
by the banks, the banks could then satisfy a further demand 
for bank loans simply with the funds received from the 
Treasury or, ultimately, from the taxpayers. No new creation 
of demand deposits would be necessary to satisfy the demand 
for bank loans. The granting of new loans would not be in- 
flationary because, in final analysis, the funds lent come out of 
additional savings. 

This is only true, however, under the conditions I have just 
stated: namely, that the money which is used to reduce the 
public debt would otherwise have been used for consumption. 
If the tax money would have been saved in any case, no net 
advantage is gained by the budget surplus and the reduction 
of the public debt, at least not from the point of view of check- 
ing the inflation. And the same is true if the taxes are paid 
out of idle funds or by disinvesting, for example, sales of gov- 
ernment securities on the part of the public. We are, there- 
fore, not justified in making a flat statement, as is so often 
done, that the reduction of the public debt necessarily checks 
the inflationary tendencies in the economic system. Nor are 
we justified in asserting flatly that the reduction of the public 
debt checks inflation without affecting interest rates; and since 
with the plans for tax reduction and the prospect of increasing 
expenditures on the part of the government it would be foolish 
to rely on a budget surplus as a remedy for inflation in any case, 
I come therefore to the final conclusion that, if the demand for 
investment funds continues to grow, inflation can be stopped 
only by letting the interest rates rise. 
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REMARKS BY THE CHAIRMAN 


CHAIRMAN SLOAN: Our sincere thanks to you, Professor Lutz. 

Shortly before the last war, I had the pleasure of visiting the town 
in Germany where Professor Lutz lectured at his distinguished uni- 
versity. It is sad to realize that this beautiful community was prac- 
tically obliterated during the war. But it is comforting to know 
that Professor Lutz is safe and sound in the United States and that 
he is teaching our youth in one of our great institutions of higher 
learning. 

Our final speaker at this morning’s session is Mr. Floyd A. Harper, 
Chief Economist of the Foundation for Economic Education. He 
will talk to us on “ The Government’s Agricultural Policy and In- 
flation”. Mr. Harper, like our other gifted speakers of the morning, 
is a man of numerous honorary degrees. He not only has had experi- 
ence as an instructor in agriculture but some twenty years ago he 
enjoyed and suffered the experience of managing his own farm. 

Following a three-year tour of duty in teaching at Cornell from 
1928 to 1931, he was field agent of the Federal Farm Board in 
1930-31. Later he returned to Cornell as an instructor, still later 
as an assistant professor of marketing, and for ten years up to 1946 
as professor of marketing—all at Cornell. 

In Mr. Harper, we have another prominent author in the field of 
economics. With Mr. F. A. Pearson, he wrote The World’s Hunger. 
Some of his other contributions have been The Crisis of the Free 
Market, High Prices, and Inflation Is on Our Doorstep, the latter 
jointly with one of his colleagues. It is a pleasure, Mr. Harper, to 
present you to the Academy. 
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THE GOVERNMENT’S AGRICULTURAL POLICY 
AND INFLATION 


FLOYD A. HARPER 
Chief Economist, The Foundation for Economic Education, Inc. 


Problems ”, my assignment is to test the causal relationship 
between inflation and the government’s agricultural policy. 
During recent months prices have climbed to where butter 
has sold for a dollar a pound, wheat for more than three dollars 
a bushel, and cotton for more than 35 cents a pound. In com- 
mon parlance that is inflation, currently so much disdained. To 
most persons high prices and inflation are but two names for the 
same thing. 

These high prices have come on the heels of more than two 
decades during which the belief has been nurtured that an 
“agricultural program” was necessary to prevent economic 
destruction of the farming industry. This notion underwent an 
incubation period of several years after which, in the late 
twenties, a program was started. Since then it has gone through 
changes in form and name from time to time. Now and then 
it became necessary to rechristen this political child, as failure 
in its avowed purposes made claims of parentage a doubtful 
honor. As the program now stands, its most vivid part is the 
“ Steagall Amendment ” whereby the government establishes 
price floors for many agricultural products and accepts offerings 
at that price when the market would otherwise drop below that 
point in price. 

When a person observes the current high prices for food and 
other agricultural products in the light of this program, the two 
may seem to be clearly and completely connected as cause and 
effect. The answer to the question before us seems to be just 
that simple. But is it? That is the hypothesis to be tested. 


Inflation Defined 


Before any further discussion, it becomes necessary to define 
the term inflation. 


[: this general topic of “The Government and Inflation 
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To most persons, as has been said, inflation is a technical term 
for high prices or for rising prices; but inflation, in this discus- 
sion, will be used to describe an increase in the means of pay- 
ment, used in exchange, relative to the volume of exchange being 
performed. ‘‘ Use in exchange” takes account of changes in 
the idleness of available money, which is sometimes referred to 
as “* velocity ” or “ turnover ” of money. 

Inflation may be defined more simply, but less accurately, as 
“too much money ”. 

As inflation progresses under a condition of freedom in ex- 
change, it can be expected to be revealed in the form of higher 
prices, more or less promptly and proportionately. These higher 
prices are the result of inflation, however, and are not the same 
thing as inflation. This distinction is important for any correct 
diagnosis of the inflation disease, if one would hope to treat the 
disease instead of dabbling with its symptoms. 

Under this definition of inflation, then, our question can be 
reduced to this form: to what extent is the government’s agri- 
cultural program a cause of increase in the means of payments? 


Agricultural Program and Inflation to Date 


The inflation that has occurred up to the present time offers 
an opportunity for post-mortem study of causes. Later we shall 


speculate on the possible future effects of the program on infla- 
tion. 


The Test of Relative Sizes 


The inflation of which we are speaking, the crime under 
scrutiny, amounts to a sum of $130 billion to date. That is the 
amount by which the means of payment’ has increased from its 
low point in the early thirties. 

As one test of the innocence or guilt of this accused party, the 
agricultural aid program, we shall first have to arrive at a figure 
to represent the cost of that program, inflationwise. The result- 
ing figure can then be compared in size with the $130 billion 
total. There can be no doubt but that the agricultural aid pro- 


1 Total deposits in banks plus currency outside banks. Total deposits are 
used instead of demand deposits because during the war a large part of the 
means of payment was stored in this form and is, in the common practice of 
the banks, convertible into demand deposits at the request of the depositor. 
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gram has contributed somewhat to the crime of inflation, and 
is therefore guilty in some degree. But how much? 

What should be included in the “ agricultural aid program ”’? 
It would seem that the subsidy payments of the federal Depart- 
ment of Agriculture should all be included, at a cost of about 
$10 billion from 1934 to 1947; * but that is not all. 

A more inclusive figure is the total of “ aid to agriculture ” 
appearing in a functional classification of the expenditures of 
the federal government, with a total of $15 billion for the 
fourteen-year period. This includes nothing for the loans to 
agricultural business because they were less at the end of the 
period than at the beginning, despite a rise over the middle of 
the period. Nor does it include the costs of several other pro- 
grams. Is the school lunch program an agricultural program 
or a school program? Is food for relief an agricultural program 
or a relief program? Is the T.V.A. an agricultural program or 
some other program? Not knowing how to settle all these ques- 
tions with assurance, I shall use the figure of $15 billion for pur- 
poses of this analysis. 

It might seem, then, that the responsibility of the agricultural 
program for our inflation to date is 15/130 of the total. In my 
opinion, however, that would be a mistaken conclusion by over- 
statement. In explaining the reason for this belief I should like 
to use the conundrum of the boys on a raft. 

It seems that ten boys attempted, simultaneously, to climb 
aboard a raft that would hold only nine. The raft sank, and 
the question is: Who sank it? It was the tenth boy, but pre- 
cisely which one was the tenth? Full blame might be placed on 
each of them, one by one, until in the end it would appear that 
ten rafts had been sunk, not one. If this dilemma is to be re- 
solved, one must resort to the concept of joint responsibility, 
and a proportional division of responsibility among the partici- 
pants. 

Similarly it can hardly be said that all of the $15 billion cost 
of the agricultural program became a part of the $130 billion of 


2 Included in this figure are the payments for conservation and the use of 
agricultural land resources, parity payments, advances for A.A.A. payments, 
payments for agricultural adjustment, other A.A.A. payments, Sugar Act 
payments, exportation and domestic consumption of agricultural commodities. 
C.C.C. operations in the price support programs and wartime subsidies, etc. 
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increase in the means of payment. To do so would be to make 
the same type of error as saying that one particular boy had sunk 
the raft. 

We must, then, adjust the $15 billion downward. The total 
cost of government, of which this is a part, was financed in part 
from taxes and in part from funds raised by selling bonds 
where they did not immediately become a part of the increased 
means of payment involved in inflation. These non-inflationary 
forms paid $11 billion of the costs of aid to agriculture. This 
leaves $4 billion as the corrected figure, or 3 per cent of the $130 
billion total.* 

The importance of the agricultural aid program as thus meas- 
ured, if we were to express it in terms of the increased cost of a 
person’s food in 1947 as compared with 1933, is $9 per year; the 
amount due to other causes would be $145, out of the total in- 
crease of $154 in food costs. 


The Test of Correlation 


The correlation method was also used to test the answer to 
this question. In the interpretation of results by this method, 
it must always be remembered that a test of relationship is not 
a definite test of causation. The acid test of causation is to be 
found in the reliability of the results for purposes of prediction. 
Does it tell what is going to happen? What degree of confidence 
does the answer justify in a prediction that a certain result will 
follow the assumed cause? 

By this test of correlation, changes in the agricultural aid pro- 
gram were found to be practically worthless as a basis for pre- 


dicting the progress of inflation over this period of fourteen 
years.* 


3 If one should prefer to consider demand deposits, instead of time deposits, 
to be the constituent of means of payment, this figure would become 4 
per cent. 


4The degree of correlation between the two was low and the relation- 
ship, however slight, was a negative regression. The fact that the two 
tended to vary in opposite directions from one another instead of in the 
same direction as is presumed in our hypothesis, should not lead to the con- 
clusion that inflation should be attacked by increasing the amount of aid 
to agriculture. Rather, the author prefers to consider this negative re- 
gression as one of “chance”. 
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Conflict with Prevailing Opinion 


We are forced to conclude, then, that the agricultural aid pro- 
gram to date has been a minor cause of the inflation we have 
had. Its contribution to inflation has been hardly noticeable in 
competition with other more important causes, beside which it 
pales into insignificance in explaining three-dollar wheat and 
dollar butter. 


My topic did not encompass all the causes of inflation. But 
for the sake of the record, these other more important causes 
might be noted in passing. The basic cause of the inflation to 
date has been the newly created money to finance sixteen con- 
tinuous years of deficits of the federal government, totaling $244 
billion. The major contributing cause was the war and its asso- 
ciated costs, but prior to that were ten years of deficit financing. 
These deficits were financed in part by bonds that did not be- 
come new money at that time. But some of the deficits were 
financed through the banking system in a manner that became 
the inflation we now bewail. 


As people spent this newly created money, the prices of all 
products, of which food is a significant item, were increased. 
Food costs were boosted, too, by large shipments of food abroad. 
And for a few products, like potatoes and eggs, the program of 
price supports also boosted prices. 


Future Effects of Agricultural Program 


We have been speaking of the inflation that has already oc- 
curred. The agricultural program may, however, become an 
important contributor to inflation in the future. In judging its 
threat to inflation in the future, it is helpful to review the past 
progress of the program. 

In the late twenties, when the agricultural aid program was 
born, the value of production on farms was a little less than $8 
billion yearly. Aid to agriculture was then less than $100 mil- 
lion a year. 

At the bottom of the depression of the thirties, the value of 
production on farms fell to about $3 billion yearly and the cost 


of the aid program for agriculture rose to several hundred mil- 
lion dollars. 
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Since then both farm incomes and aid to agriculture have in- 
creased. In 1947 the value of production on farms was $20.7 
billion; the “‘ parity income ratio ” was 68 per cent higher than 
in the period before World War I, which is considered to be nor- 
mal for purposes of most of the “ parity price calculations ”. 
Aid to agriculture in 1947 was the highest on record, $2.4 bil- 
lion! This was several times what it amounted to at the lowest 
point of the depression of the thirties when corn, unsalable in 
the western corn belt, was being used for fuel. 

Under a new device in the agricultural aid program, the price 
support scheme, the government now buys any offerings below 
the support price and then must dump, destroy or dispose of its 
purchases. You will recall that the government last year bought 
large quantities of potatoes, then bought kerosene to pour over 
them, when potatoes were selling for over $2 a bushel in retail 
stores; these activities were a part of that program. 

The price support plan, in effect, means the creation of 
blank checks for the purchase of products whenever the price 
falls below the price floor for any reason whatsoever. I would 
not presume to be able to guess the amount that will be written 
on these blank checks. It could become tremendous. 

Having largely absolved the agricultural program from blame 
for the inflation that has already occurred, I would not want to 
absolve it from blame on other counts. 

These aid programs should be reviewed from the standpoint 
of whether or not they are consistent with the outlines of a 
liberal, voluntary society. To what extent do they interfere 
with freedom of exchange in the marketplace? To what extent 
do they abrogate the right of a person to hold property and use 
it as he sees fit in production? To what extent do they prohibit 
him from keeping the fruits of his labor, or selling it in the 
marketplace and keeping the income that he receives therefrom? 
To what extent do they make farmers the hired men of govern- 
ment, against their will? All such aspects of the program should 
be reviewed, as well as the question of whether any organization 
—in this instance the government—is in position to give “ aid ” 
to any group when it is $250 billion in debt! 

In such a program it is the hope of many to be able to receive 
subsidies and aid from the government while retaining freedom 
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to manage their farms as they wish and to sell their products as 
they wish. They hope to gain the security of a hired man while 
retaining the freedom of an owner. To all who thus aspire I 
would quote from the unanimous decision of the United States 
Supreme Court in a case involving a farmer who contested the 
government’s right to take away his freedom under the program 
of aid to agriculture: “It is hardly lack of due process for the 
government to regulate that which it subsidizes.” ° 


REMARKS BY THE CHAIRMAN 


CHAIRMAN SLOAN: Thank you, Mr. Harper. While I am cer- 
tain that any audience in any metropolitan city would have listened 
to Mr. Harper’s address with profound interest and approval, I ser- 
iously question whether with that address, Mr. Harper, you could be 
elected to Congress from the state of Iowa! Nevertheless, I am sure 
that you and your colleagues up at Irvington-on-Hudson are 
fully conscious of the responsibility that you have assumed in edu- 
cating the farmer, as well as his city cousin, along sound economic 
lines. 


On behalf of the officers and directors of the Academy, I wish to 
thank our audience for such a splendid turnout, and, on behalf of the 
audience, I am sure you would have me thank the speakers of the 
morning session. 


5 Wickard vy. Filburn, 317 U. S. 111, at p. 131, October term 1942. 
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BUSINESS, LABOR AND AGRICULTURE 


INTRODUCTION * 


SHEPARD MORGAN, Presiding 


Vice-President, Chase National Bank of the City of New York 
Trustee of the Academy of Political Science 


HE general topic for this spring meeting of the Academy 
is “‘ Prices and Credit”. The phase we are going to 
discuss this afternoon is “ Business, Labor and Agricul- 

ture”. It is a long time since the Academy has had a purely 
economic session. I find it singularly refreshing to come to a 
meeting where we shall deal with such simple and noncon- 
troversial questions as inflation, prices and wages, instead of look- 
ing across the water and seeing all of the difficulties that are 
confronting us as a nation and as individuals. We can rest 
content with the program as it has been laid down for us this 
afternoon and be quite sure that there will be no repression of 
discussion, that there will be no reprisals, no restrictions on 
speech, no mandates to the press. 

The Academy, as you know, has been devoted from the be- 
ginning to the rights of the individual, and especially to the 
instruction of the individual so that he may be better equipped 
to make up his mind for himself on difficult subjects. 

I am glad to introduce as the first speaker, Mr. John C. 
Virden, a business man from Cleveland, Ohio, who has been 
induced by Secretary Harriman to be special assistant to the 
Secretary of Commerce. The subject which Mr. Virden will 
discuss is this, and I must say it is a long one: “ Voluntary 
Business Agreements and Allocations as a Means of Combating 
Price Inflation”. Mr. Virden! 


*Opening remarks at the Second Session of the Semi-Annual Meeting. 
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VOLUNTARY BUSINESS AGREEMENTS AND ALLOCA- 
TIONS AS A MEANS OF COMBATING INFLATION 


JOHN C. VIRDEN 


Director of Office of Industry Cooperation 
Department of Commerce 


anti-inflation bill. In part this bill, known as Public 

Law 395, contained certain provisions regarding export 
controls, the use of grain for the production of alcohol and the 
conservation of food and animal feed. The most prominent 
feature of the bill, however, was a section providing for the 
making of voluntary agreements by persons in business, industry 
and agriculture as a means of combating inflation. In essence 
the intent of the legislation was to give business the opportunity 
to help fight inflation by voluntary coéperation rather than by 
compulsion. 

According to the bill, voluntary agreements were to be 
drawn up providing for priority, allocation and inventory 
control of scarce commodities which basically affect the cost 
of living or industrial production. 

By executive order the President has delegated to the Derart- 
ment of Agriculture the handling of problems in connection 
with food under the law. Fuel problems were given to the De- 
partment of Interior, and transportation equipment matters to 
the Office of Defense Transportation. The Department of Com- 
merce was given responsibility for all other commodities and 
facilities. 

In order to protect those who coéperate with voluntary agree- 
ments which are drawn up, the law provides that once such an 
agreement has been approved by the Attorney General persons 
who comply with it will be protected against proceedings under 
the anti-trust laws or the Federal Trade Commission Act. 
Agreements must not last beyond March 1, 1949, and they can- 
not provide for the fixing of prices. 

I have tried to summarize briefly and simply the legal basis 
for the inflation control program which I intend to discuss. The 


(): December 30 of last year the Congress passed a new 
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aim of the law is to promote the orderly and equitable distribu- 
tion of goods and facilities in crucial areas of the economy, and 
thereby stimulate production and help check inflation. The 
government, in full partnership with industry, develops policy; 
but it is up to industry itself to carry out any of the programs 
which are developed. 

We have only to recall the activities of O.P.A. and W.P.B. in 
recent years to recognize that this represents a new departure in 
dealing with inflation. This action of Congress represents also 
something of an experiment. During the war, because of the 
large proportion of our national effort and resources which we 
were attempting to divert into military lines, it was necessary to 
establish a very considerable degree of direction by the govern- 
ment over many phases of the nation’s life. In World War I 
there were the first beginnings of extensive economic control by 
government during a national emergency. In World War II, 
because of the much greater magnitude of the military effort, 
these controls were developed and greatly extended. 

Since the war there has been a constant tug of war between 
those who felt that wartime controls should be maintained 
throughout the period of readjustment and those who felt that 
controls should be removed as quickly as possible once the actual 
fighting stopped. Decisions on these difficult questions have 
been hammered out on the anvil of politics. Public Law 395 is 
the outcome of this democratic process. 

Despite all the differences of opinion which existed and still 
exist, there has been, nonetheless, general agreement on a few 
essential points. In the first place it was accepted that controls 
are at best distasteful, and at worst dangerous to our way of 
life. It was agreed that controls, because of their character, 
should be adopted only after other means had failed or in a 
situation of such character that less stringent devices were pat- 
ently inadequate. And it was generally accepted, I believe, 
that, whether or not compulsory measures are adopted in some 
areas, voluntary measures have a contribution to make to any 
broad inflation control program. Even during the war, for 
example, the war bond program and the food conservation pro- 
grams were both useful and necessary. 

I shall not attempt here today to state my views on whether 
we have too many or too few controls upon our economic life in 
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terms of the national welfare, or whether we have abandoned too 
late or too quickly the controls which formerly existed. The 
President, in November of 1947, recommended to the Congress 
a 10-point anti-inflation program. The Congress has not given 
the President the key measures which he felt were essential. On 
various occasions spokesmen for the Administration have made 
clear their feelings that the possibilities of voluntary measures 
should be exhausted before mandatory controls are resorted to. 
They have also expressed the view that voluntary measures can 
be most effective when mandatory powers are available to bring 
into line the few who refuse to codperate. It has been the Presi- 
dent’s view that the hour is too late in the fight against inflation 
to place our main reliance upon voluntary action. 

Personally, I am optimistic about the potentialities of volun- 
tary methods in helping to deal with inflation. I believe they 
have a vital part to play in our present situation. 

First, if they can be operated successfully, voluntary restraints 
will be an important example of democracy in action. I believe, 
as I suspect most of you do, that we in our lifetimes are due to 
face a succession of difficult situations. In all of these which are 
of a major character for the nation a recurrent issue will be pre- 
sented: whether we are going to be able to meet the needs by 
voluntary codperation and participation in a national effort, or 
whether we are going to resort to some means of compulsion. 

The healthier our democracy is, the more of these situations 
we can handle by codperative rather than mandatory devices. 
And, conversely, the more we handle by codéperative means—the 
more that our people participate in the responsibilities of codp- 
erative effort—the stronger our democracy will be. 

In the second place, great as our problems are today they are 
nevertheless smaller than those we successfully overcame during 
the war. I believe I am correct in saying that we turned some- 
thing like 40 or 50 per cent of our national effort into the war. 
Now we are planning to divert only a fraction of that amount 
in fulfilling our world responsibilities. The extraordinary re- 
quirements of war called for extraordinary methods of directing 
our energies into essential lines and insuring that our most im- 
portant needs were met first. The character of our peacetime 
program, as well as its smaller magnitude, offers opportunity for 
voluntary measures to be highly useful. 
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It is a truism, but one that is sometimes forgotten, that con- 
trols do not directly increase the supply of goods. They may 
be necessary at times to achieve more equitable distribution of 
supplies, and in this sense they can be a means to the end of 
increased output. If improperly administered, however, they 
may retard production and thereby aggravate the very situ- 
ation they are intended to remedy. The program we are now 
carrying out is aimed directly at increasing production by 
breaking bottlenecks and by making more effective use of 
supplies which are essential to increase production. We are 
trying by our actions to be a positive influence to help, not 
hamper, industry in doing its job. 

I am confident that if American industry is given the help it 
needs it will do its full share in overcoming the discrepancy that 
now exists between needs and supplies. Since the war American 
industry has established new records of ingenuity and productiv- 
ity. During the war I had a favored position to watch and ad- 
mire the genius of American production. I was Regional Direc- 
tor for the War Production Board in the area which included 
such manufacturing cities as Cleveland, Pittsburgh, Dayton and 
Louisville. That experience made me an unrepentant champion 
of the American system of individual enterprise. In the post- 
war period I have been no less impressed with what our industry 
and agriculture have been able to do. 

Now, I have talked at considerable length about the back- 
ground, the purposes and the possible effects of the voluntary 
inflation control program. What has been done to put that pro- 
gram into effect? Since I am a member of the Department of 
Commerce I can speak only of the things which we have done 
under this program. 

To carry out his responsibilities under Public Law 395, Secre- 
tary of Commerce Harriman set up an Office of Industry Coop- 
eration to serve as his principal agent in the preparation of pro- 
posed voluntary agreements with business and industry. 

In general, the Office of Industry Cooperation does the fol- 
lowing things: It recommends to the Secretary the organization 
and composition of industry advisory committees; it arranges 
for convening these committees and keeping records of their 
activities; it arranges for the preparation of necessary materials 
and information in order to carry on negotiations leading to 
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voluntary agreements. It consults with labor groups in con- 
junction with the program, and carries on public hearings in 
order to give all groups an opportunity to present their views on 
proposed agreements. It prepares and submits to the Attorney 
General, for his approval, voluntary agreements which are ar- 
rived at. It reviews voluntary agreements which are in opera- 
tion and proposes and negotiates modification as necessary. 

As you can see our work revolves around these industry ad- 
visory committees and the preparation of voluntary agreements. 
We have tried, in setting up these committees, to make them as 
representative as possible of the industry affected. We have 
made sure that small as well as large concerns in each industry 
are represented, and we have taken into account such other fac- 
tors as geographical distribution, trade association membership, 
degree of integration, and the like. 

We feel this is of the highest importance in order to get the 
best possible advice on proposed agreements. 

These committees have the function of furnishing informa- 
tion and giving advice and recommendations to the Department 
of Commerce on problems affecting an industry either in con- 
nection with making a voluntary agreement or in connection 
with an existing agreement. These committees are not author- 
ized to determine policies of the industry, nor are they author- 
ized to compel or coerce anyone to enter into agreements or to 
comply with requests made under the program. 

I should like to describe to you chronologically some of the 
main problems we have faced and the decisions we have arrived 
at in our work. Needless to say, we had to start practically from 
scratch. You all have heard about the difficulty which faces the 
government these days in recruiting experienced and capable 
men. The problem of putting a staff together is one that we 
are still working on, but I am happy to say that owing to the 
codperativeness of a number of industries, and perhaps to a 
measure of good luck, we have had considerable success. 

A second problem was to decide upon a general approach in 
getting the work under way. We could have spread the O.I.C. 
all over the papers by inviting a great number of industries to 
Washington for consultation. It was our feeling that this would 
merely have been window dressing and would not have been a 
practical or realistic approach. In working with industry to 
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allocate materials to certain concerns and not to others, you must 
proceed with care and give full consideration to the conse- 
quences. You must sight down the gun barrel and see where 
you are shooting. Otherwise, you will only bring about con- 
fusion, resentment and hardship. 

We initially selected four areas in which we felt there were 
critical shortages basically affecting the cost of living and indus- 
trial production. These were railroad equipment, petroleum 
equipment, agricultural equipment, and low-cost housing. 
As time goes on, it may be necessary to add other industries 
to this list. 

Inasmuch as steel was a factor basic to each of the industries 
designated as critical we set about the task of gaining the codp- 
eration of the steel industry. Here also we decided to proceed 
with caution. We did not contemplate allocations of steel to 
end-use generally. The Department of Commerce did not con- 
template its being an expediter for the steel requirements of in- 
dividual firms throughout the country. 

Instead, we decided to direct our efforts toward three goals: 
increasing output; encouraging conservation in unessential 
lines; and helping industries designated as critical to secure 
adequate supplies of steel. 

We are now working with the steel industry in getting raw 
materials that are necessary to keep production as close to capac- 
ity as is humanly possible. Scrap is the basic shortage. We have 
requested the principal scrap-producing industries and also gov- 
ernment agencies to review their programs and to bring as much 
scrap as possible into the market at this time. We are also giving 
consideration to questions of increasing the supplies of high- 
grade coking coal. 

With respect to conservation of steel in the less essential uses 
we have consulted with various industrial users and have encour- 
aged them to develop programs for making full use of substi- 
tute materials and steel-saving methods. Industries are being 
approached to see if they can defer maintenance and construc- 
tion programs that do not affect their ability to take care of 
immediate needs. 

The principal problem is, of course, in drawing up a system 
of priorities and allocations in order to insure that the most 
critical needs for steel at the present time are filled. We have 
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appointed a strong steel advisory committee which is thor- 
oughly representative of the industry, and we have obtained 
the services of three widely known advisers who work inti- 
mately with us. 

Other committees have been set up to make recommendations 
on the steel requirements of essential industries with critical 
supply problems; to advise the Department of Commerce on 
available supplies of various steel products needed; and to recom- 
mend allocations of tonnage, by products, among steel pro- 
ducers. 

When an individual concern has been assigned a certain 
amount of steel or pig iron under the program, that concern 
makes its own arrangements with its suppliers for obtaining the 
material. When steel or pig iron is made available to a specified 
consumer, it is agreed that he shall not use such material for 
any purpose other than that for which it was assigned. 

One kind of voluntary agreement which has already produced 
substantial results has been sponsored by the Office of Defense 
Transportation for the purpose of increasing production of 
freight cars. Under this voluntary program a number of steel 
companies have been supplying steel to freight car builders. It 
is our hope that similar programs can be developed for other 
scarce products. Because the anti-inflation bill encompassed this 
problem and because steel was one of the responsibilities dele- 
gated to the Department of Commerce under the Act, the 
freight car program—formerly under the Office of Defense 
Transportation—has become part of the responsibilities of the 
Office of Industry Cooperation. We have finally formalized the 
freight car agreement, and have already held a public hearing 
at which all interested parties were heard. That agreement 
has now been approved by the Secretary of Commerce and 
the Attorney General. That agreement and the public hear- 
ing which followed it have set a pattern for other agreements 
which will come along later. 

I wish I could report that a number of agreements had already 
been worked out in the other three fields on which we are con- 
centrating, but this is not the case. If you could see the complex 
nature of the problems in the fields of petroleum equipment, 
agricultural equipment and low-cost housing, I feel sure you 
would understand why slow progress was to be expected. 
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In regard to petroleum equipment, the Department of Inte- 
rior has been working for a number of weeks with the petroleum 
industry to determine how much steel will be needed to increase 
production and put production and transportation facilities into 
better balance with available refining capacity. The Depart- 
ment of Commerce and O.I.C. are now at work to see how prac- 
tical it may be to meet these urgent requirements without dis- 
locating the economy too much. 

In the field of low-cost housing, we have scheduled a number 
of meetings with the industries involved. We are now in the 
process of finding out what is needed to increase the number of 
houses being built and learning ways and means of doing it. 

In connection with agricultural equipment, we have met with 
representatives of that industry, and an advisory committee has 
been set up. It is the feeling of the industry representatives with 
whom we consulted that they will be able to meet their require- 
ments for supplies without taking part in the codperative pro- 
cedures under the program. I regret they have taken the stand 
they have, and I feel sure that if they had joined with us on the 
same basis as other industries have we could do a better job of 
working out our problems together. Their action, however, is 
consistent with the terms of the program—which is purely vol- 
untary. No representative of industry, business or agriculture 
is compelled to consult with the President or his representatives, 
nor are they compelled, after consultation, to enter into any 
agreement. 

In addition to our meetings with the steel industry and the 
four essential steel-using industries, we have met with a number 
of other groups from the following industries: namely, textiles, 
soda ash, nitrogen and others. The main objective in all these 
discussions is to have the industry itself tell the Department of 
Commerce what seems to be missing, and then have government 
and business sit down and work out jointly ways and means of 
overcoming the obstacles. 

We would be foolish to claim that we have accomplished any 
great amount of good in so short a time. We are certainly not 
rash enough to make predictions as to the effectiveness of volun- 
tary measures in the future. I am, however, definitely encour- 
aged over the codperation shown by a number of industries to 


date, and I am optimistic about further progress that can be 
made. 
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In conclusion I want to make just two points. First, since 
this program is purely voluntary, it is up to business to take the 
lead and to do whatever must be done. This program will be a 
test case of the potentialities of voluntary methods, and its sig- 
nificance will extend far beyond the immediate situation. 
Success we achieve now will go a long way toward encour- 
aging the use of voluntary methods to a maximum degree 
whenever future emergencies arise. 

Secondly, we are of course in a situation of considerable un- 
certainty. We cannot at this moment predict what new obli- 
gations the events of the next few months and even the next 
few weeks may impose upon us. It may be that vast new re- 
quirements will overtax the potentialities of any voluntary 
system and require stronger methods. Or, it may happen that 
continued progress in raising our production, combined with 
favorable developments on the international scene, will make it 
possible for us to ride through the storm safely and without 
resort to further measures of control. We are at the present 
time confidently and diligently working to get the maximum 
benefit possible from voluntary measures. Whatever develops 
in the future, any progress we can make along the lines that we 
are now following will be that much of a contribution to our 
security against the dangers of inflation at home and aggression 
abroad. 


REMARKS BY THE CHAIRMAN 


CHAIRMAN MorGan: It is a great thing here in New York to 
have someone come from Washington with a speech in his pocket and 
not read it. I must say that there is a ring of authenticity in what 
Mr. Virden has said that one never gets in a speech that is prepared 
by someone else. 

Our next speaker this afternoon is Sumner H. Slichter, Professor 
in Harvard University. Doubtless you are familiar with the very 
illuminating pieces that he writes, almost in every edition of The New 
York Times Magazine, on matters of economic importance. Will Mr. 
Slichter come to the platform? 
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WAGES AND PRICES 


SUMNER H. SLICHTER 
Harvard University 


I 
T's great spread of collective bargaining is daily making 


the relationships between wages and prices of more and 

more importance. No longer are wage movements ex- 
plained in the main by the demand for labor. More and more, 
wages are the result of the wage policies of trade unions and 
more and more they are a determinant of prices rather than be- 
ing determined by them. My remarks on wages and prices will 
be divided into three main parts. First, I wish to look briefly at 
what has been going on during the two and a half years since 
V-J Day; second, to look at the immediate future of wages and 
prices; and third, to examine the long-run outlook for wages 
and prices and some of the problems suggested by it. It is de- 
sirable, however, to preface these discussions with a few theo- 
retical observations. 


II 


Wages and salaries in 1947 constituted 55.5 per cent of all 
costs of producing the private net national product. They also 
constituted 52.4 per cent of all personal incomes. Since wages 
are a large part of the cost of production and also a large part of 
personal incomes, the relationship between wages and prices is 
bound to be close. It is obviously a twofold relationship—a 
cost-price and a demand-price relationship. Under some condi- 
tions, changes in wages may affect prices more as a cost than 
as a source of demand; under other conditions, changes in wages 
may affect prices more as a source of demand than as a cost. 
Sometimes the cost effect of wages on prices may be in the 
same direction as their demand effect. At other times the two 
effects may be in opposite directions—as when a rise in wages 
diminishes the size of payrolls. 

Despite the closeness of the relationship between wages and 
prices, there are many years in which the two move in opposite 
directions. During the 107 years between 1840 and 1947, there 
were 57 years when the annual average of wholesale prices was 
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above the preceding year, 48 when it was below, and 2 in which 
it was the same. There were 72 out of the last 107 years, 
however, when the annual average of hourly earnings of non- 
agricultural workers was above the preceding year, 17 when 
it was below, and 18 when it was the same. There were 28 
times during the last 107 years when the year-to-year move- 
ments of wholesale prices and the hourly earnings of nonagri- 
cultural workers were in opposite directions—in 24 years wages 
were rising when prices were dropping, and in 4 years wages 
were dropping when prices were advancing. There were 7 years 
when the annual average of wages did not change but when 
prices were going up, and 11 years when wages did not change 
but the annual average of prices dropped. The times when 
wages were rising and prices were falling were, as a rule, early 
in recessions, and the times when wages were declining and 
prices were advancing were in the early phases of revival. 

Generalizations about wage-price relationships, which hold for 
periods of expanding demand, will not necessarily hold for 
periods of contracting demand. As the above figures indicate, 
the middle and later phases of expansion are times when wages 
adjust themselves to prices; periods of contraction are times when 
wages and prices are more or less independent of each other; and 
early phases of expansion are periods when prices are adjusting 
themselves to wages. Particularly striking is the fact that in 
half of the years when the annual average of prices dropped 
(namely, 24 out of 48) the annual average of wages rose. 

Of crucial importance are shifts or expected shifts in the labor 
supply curve in response to changes in the demand for labor. 
Knowledge that cuts in wage rates would cause a leftward shift 
in the labor supply curve helps keep wages during depressions 
at a level where supply exceeds demand. On the other hand, 
during periods of expansion a rise in the demand for labor soon 
causes the supply curve of labor to shift. The spread of trade 
unionism undoubtedly makes the supply price of labor more re- 
sponsive than ever to advances in the demand for labor. 

During a period of expansion, the supply prices of labor may 
change promptly or tardily after the demand for labor rises and 
it may rise at the same rate as the demand for labor or at a 
faster rate or a slower rate.’ The effect of changes in the sup- 

1] omit a fourth case—the supply price of labor falling while the demand 


for labor is rising. As I have indicated above, this relationship seems to 
prevail only for a brief period in the beginning of recovery from depression. 
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ply price of labor upon commodity prices must not be expected 
to be the same in these three cases. One possibility is that 
wages do not increase at all in response to a rise in the demand 
for labor. Whether the resulting change in the wage-price 
relationship produces a further rise in expenditures and in prices 
depends upon whether the original rise in prices relative to 
wages increases the investment opportunities associated with 
different levels of national income more than it increases the 
propensity to save—in other words, whether it produces a 
greater shift in the investment function than in the saving 
function. If it increases investment opportunities more than 
the propensity to save, the rise in expenditures and prices will 
continue. Eventually the rise in profits per dollar of sales, and 
hence total profits, will cause investment-seeking funds to in- 
crease as fast as investment opportunities. At that point the 
rise in prices relative to wages will cease to generate further 
increases in prices. 

Another possibility is that wages may rise instantly and at the 
same rate as prices. This would prevent a rise in employment 
but would preserve the wage-price relationships which per- 
mitted the original rise in prices; hence the advance in spending, 
prices and wages will continue until halted by the limited sup- 
ply of money and the rise in interest rates or by extraneous 
events. 

Between these two extremes are various other possibilities— 
wages advancing (1) with a lag of varying amounts and (2) at 
various rates. If wages rise only slightly less rapidly than 
prices, the advance in prices may have to go quite far before the 
widening margin between costs and prices eventually checks 
the rise by causing investment-seeking funds to grow as fast as 
investment opportunities. A lag of wages behind prices may 
be expected to produce an expansion of credit—both because it 
causes investment opportunities to grow faster than savings and 
because it improves the credit standing of enterprises. Some 
particular lag of wages behind prices will be most inflationary 
of all because it will produce the most rapid expansion of credit 
and hence the most rapid rise in prices.2 The rate of credit 

2A faster rise of wages would discourage the expansion of credit by im- 
pairing the credit standing of enterprises; a slower rise in wages would dis- 


courage credit expansion by making enterprises better able to plow back 
earnings or to obtain funds by the sale of securities to individuals. 
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increase which produces the most rapid rise in prices will not 
necessarily produce the greatest rise. Until more is known 
about these matters, economics will be able to offer very limited 
information about the inflationary effects of wage changes. 


Ill 


What about wage-price relationships during the last two and 
a half years since V-J Day? During most of this period, prices 
were rising moderately faster than wages. The lag of wages be- 
hind prices between 1945 and 1947 may be related to the fact 
that between 1940 and 1945 wages rose more rapidly than 
prices. At any rate, between 1945 and 1947, for example, 
hourly earnings in manufacturing increased by less than 19 per 
cent, whereas the consumer price index increased by over 23 per 
cent and the wholesale price level of finished goods by almost 
43 per cent. Perhaps I should add that, if one breaks up the 
period into parts, the relationship between wages and prices is 
not uniform—part of the time wages were rising more than 
prices and part of the time prices were rising faster than wages.* 

There are four principal observations to be made about wages 
and prices during the last two and a half years. 

1. The wage increases of the period have affected prices 
mainly as a source of demand rather than as costs. This is true 
despite the fact that the break-even point in many industries is 
far higher than before the war. Evidence that wage increases 
have affected prices more as demand than as costs is found in the 
absence of a close relationship between the wage increases in dif- 
ferent industries and the advances in the prices of their products. 
For example, the prices of agricultural products, which represent 
less wage cost than most other prices, rose quite as much as other 
prices. 

2. Less than half of the increase in the demand for consumer 
goods during the last two years has been caused by higher wages 
in private industry. For example, between 1945 and 1947, wage 


8 By six months’ periods the percentage rise in hourly earnings of factory 
workers and prices was as follows: 


Hourly earn- Con- Re- All nonfarm and All 
ingsoffac- sumer tail nonfood whole- wholesale 
tory workers prices prices sale prices prices 
Jan.-June 1946 .... 8.0 26 32 48 5.4 
June-Dec. 1946 .... 59 150 169 18.1 248 
Dec. 1946-June 1947 68 25 3.5 54 48 
June-Dec. 1947 ... 42 63 5.4 10.1 103 
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and salary payments in private industry (less contributions for 
social security) rose by about $14.8 billion, and personal con- 
sumption expenditures increased by $20.7 billion. About $5.3 
billion of the increase in payrolls in private industries was the re- 
sult of the growth of the labor force, leaving about $9.5 billion, 
or 45 per cent, attributable to higher wages. The fact that 
higher wages account for less than half of the rise in prices be- 
tween 1945 and 1947 indicates the importance of other infla- 
tionary influences. One of these other influences was the tend- 
ency of people to save only a declining proportion of their rising 
incomes; another was that holdings of cash and demand deposits 
were high in relation to prices and expenditures. 

3. A remarkable feature of recent wage movements is that 
they have indirectly helped to bring about a rise in the profits 
of industry. They have done this by causing the volume of 
spending to increase more than payrolls. The growth 
in the volume of spending is a result of the fact that 
under present conditions wage advances have not dimin- 
ished employment in the capital goods industries. Hence 
they have increased the profits of agriculture and of the con- 
sumer goods industries. The demand for the products of these 
industries advanced by the amount of the rise in payrolls in all 
industries (including the capital goods industries) less the addi- 
tional taxes and savings of the workers. The wage costs of the 
consumer goods industries, however, rose by only the amount of 
the wage increases given to their own employees. Since the 
growth of payrolls in the capital goods industries exceeded the 
higher taxes and savings associated with the wage advances in all 
industries, the demand for the products of agriculture and the 
consumer goods industries advanced by more than the increase 
in their wage bills. The greater profits of agriculture and the 
consumer goods industries have increased the demand of these 
industries for equipment and plant. In this way wage advances 
have indirectly raised the demand for capital goods and 
the profits of the capital goods industries. Trade unions criti- 
cize the recent rise in profits without realizing that under pres- 
ent conditions union wage policies have helped to push up profits. 
Likewise, business men criticize union wage policies without 
realizing that these wage policies under present conditions have 
helped industry make more money. 

4. Another feature of the last two and a half. years has been 
the contrast between the real and the apparent bargaining power 
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of trade unions. The period has been one of full employment 
and acute labor shortages; hence, trade unions have apparently 
been in a strong bargaining position. They could tie up plants 
effectively and they could win strikes. And yet wages have 
failed to keep pace with prices. The fact that employment was 
full and that there was a huge backlog of unsatisfied demand 
made it easy for employers to follow each round of wage in- 
creases with a new round of price increases; hence, unions really 
had much less bargaining power than they seemed to possess. 


IV 


The large increase in profits during the last year is being used 
by unions as a basis for demanding a third round of wage in- 
creases. Unions argue that employers can afford to raise wages 
without raising prices. The union demand and supporting argu- 
ment raise several important questions such as: (1) are profits 
excessive; (2) would basing wage increases in different indus- 
tries upon profits be in the public interest; and (3) can unions 
under present conditions raise the general wage level without 
producing offsetting increases in prices? 

1. Profits in a few industries have been very large but profits 
in industry as a whole have not been excessive. The test of the 
adequacy of profits must always be the practical test of the mar- 
ket: are profits large enough to permit industry to attract ade- 
quate amounts of equity capital? In attracting equity capital, 
inventory profits do not count—the prospective investor wishes 
to know what operating profits the enterprise can earn. Nor is 
he interested in what rates present profits yield on plant and 
equipment bought at pre-war prices. He wishes to know what 
return present prices and costs make possible on new and up-to- 
date plant constructed at present prices. Measured by this test 
present profits in most industries are too small—they do not per- 
mit enterprises to attract venture capital. As a result, two thirds 
of the funds used by industry to expand its capital in 1947 came 
from plowed-back earnings. Additional money was obtained 
by borrowing from commercial banks. If the wage increases of 
1948 encroach upon profits, industry will have to reduce the 
present rate of net private domestic capital formation, which is 
not high (less than 10 per cent of the net national product), or 
resort to inflationary methods of financing it. Hence it is im- 
portant in most industries for enterprises to maintain their 


[52] 


No. 1] WAGES AND PRICES 53 


ability to plow back earnings by raising prices (if demand per- 
mits) to offset wage increases. Price advances to offset wage 
increases are particularly important in the steel industry, which 
needs to make large new capital investments and which has only 
limited ability to attract capital from the outside. 

2. Basing wage increases in different industries upon the in- 
crease in profits in those industries would not necessarily be in 
the public interest. A large rise in profits ordinarily indicates 
a high demand for the product of the industry and need to ex- 
pand the capacity of the industry. Some increase in wages may 
be required to attract additional workers into the expanding 
industry. If wages were raised to absorb the entire increase in 
profits, however, expansion of the industry would be checked, 
partly because the ability of the industry both to attract out- 
side capital and to plow back earnings would be limited and 
partly because the advance in costs would keep the price of the 
product high and limit sales. The response of wages to in- 
creases in profits in expanding industries determines to what 
extent the gains of technological progress are distributed in 
the form of higher money wages and to what extent in the 
form of lower prices. I shall not discuss this issue here. 

3. Can unions under present conditions raise wages without 
producing offsetting increases in prices? Probably not. If wage 
increases occurred only more or less at the expense of other in- 
comes, unions could, of course, raise wages more than prices. 
Present conditions, however, are unusual. Industry has huge 
accumulated needs for plant and equipment. Hence a rise in 
wages under present conditions will not produce a drop in in- 
vestment expenditures. Consequently, a general advance in 
wages is almost certain to increase the profits of the consumer 
goods industries. Expenditures on consumer goods will rise by 
the total amount of wage increases less the increased tax pay- 
ments and the increased savings of wage-earners, but the costs 
of the consumer goods industries will advance only by their own 
share of the general wage increase. So long as wage payments in 
the capital goods industries rise by more than the increased taxes 
and increased savings of all wage-earners, the profits of the con- 
sumer goods industries will rise. The advance in the profits of 
the consumer goods industries will stimulate the demand for 
capital goods. 
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Another difficulty arises from the fact that prices are still low 
in relation to bank deposits and cash. So long as this situation 
exists there is a tendency for each round of expenditures to be 
higher than the previous one. Under present conditions wage 
increases probably accentuate the tendency for individuals to 
spend more than their incomes. So long as this is true, employees 
cannot expect to catch up with the rising cost of living by ob- 
taining wage increases. Eventually, of course, prices will become 
so high relative to holdings of cash and bank deposits that indi- 
viduals will be unwilling to make each round of expenditures a 
little higher than their previous incomes. When this occurs, 
trade unions will be able to put up wages faster than the cost of 
living—but they may do so, of course, at the cost of producing 
some unemployment. 


Some time within the next few years there may be a sharp 
rise in the propensity to save. This increase would be a natural 
result of catching up on the needs for consumer goods which 
accumulated during the war and early post-war years. After 
people have neglected for several years to provide for their fu- 
ture security, they may suddenly become quite interested in in- 
creasing their savings. About the same time that individuals 
raise their disposition to save, the demand by business for invest- 
ment-seeking funds may drop because enterprises will have met 
a good part of their accumulated needs. The increased pro- 
pensity of individuals to save will be offset in large part by a 
drop in corporate saving which is now very large, but the offset 
may not be complete. 

A substantial rise in the propensity of individuals to save, co- 
inciding with a drop in the demand for investment-seeking 
funds by corporations, could produce a substantial contraction 
in output and employment. If trade unions were to push up 
wage rates during the early period of the contraction (as they 
did in the building industry and the printing industry for a 
year or two after the break in 1929), the downward spiral would 
be made more severe. A rise in wages relative to prices ex- 
tinguishes all investment opportunities before it stops all sav- 
ing. Hence, as costs approach close to prices, the investment 
function shifts more than the saving function. 
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VI 


What about the immediate outlook for wages and prices? 
Sometime within the next year the danger of a disorderly rise in 
prices is likely to become quite acute. The reason is threefold. 
In the first place, bad relations with Russia and the demands of 
the nations of western Europe for military assurances are about 
to compel the United States to increase substantially its expendi- 
tures on armaments. It is impossible to forecast the size of the 
increase, but it is likely to be as much as $5 billion a year and 
possibly much larger. In the second place, the increase in ex- 
penditures comes when the economy is already producing at 
capacity and when the backlog of demand which accumulated 
during the war has been far from satisfied. In the third place, 
the country is tired of direct controls of materials, wages and 
prices and is not prepared to support them. The possible indi- 
rect controls are weak and the public is not even prepared to 
give strong support to their use. 

One way of visualizing the effect of an additional outlay of 
$5 billion on armaments is to ask what would have happened in 
1947 if the federal government had stepped up its expenditures 
by $5 billion. The problem of preventing a disorderly rise in 
wages and prices, however, must be considered in terms of pres- 
ent conditions. Fortunately, there are several important favor- 
able factors. One is that the capacity of the economy to pro- 
duce is greater than a year ago. During 1947, business spent 
$15.7 billion on new plant and equipment—a fairly large 
amount by pre-war standards. These large expenditures should 
help raise output per man-hour. Unfortunately, only limited 
progress has been made in reducing some of the most serious 
bottlenecks, such as steel capacity. It looks, however, as if the 
country were able to produce about 4 per cent more steel ingots 
than a year ago. A second favorable factor is the rise in produc- 
tive capacity abroad. Each month sees imports into the United 
States larger than imports of the same month last year. Unless 
contemplated expenditures under the Marshall Plan are raised, 
this excess of exports over imports will be $2 billion or $3 bil- 
lion less than last year. A third favorable factor is that some 
progress has been made during the last two years in meeting 
the huge demand that accumulated during the war. A fourth 
favorable factor is that the rate of saving, though apparently 
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still declining, has become so low that much additional drop is 
unlikely. A fifth favorable factor is that the third round of 
wage increases of this year seems to be running slightly smaller 
than the second round of last year. This, however, may not 
continue to be true. 

Some of the favorable factors which I have mentioned are of 
limited importance. For example, although backlogs of demand 
have been reduced, the accumulated needs of individuals and 
business concerns are enormous. Likewise, there is little comfort 
in the fact that the third round of wage increases may be slightly 
smaller than the second. The unfavorable factors are formi- 
dable. To begin with, the economy is already producing at ca- 
pacity and this capacity can be enlarged only slowly. For 
example, the civilian labor force in February 1948 was about 1.6 
million larger than a year ago. This means that the prospect of 
enlarging production by inducing more people to enter the labor 
force is much less favorable than a year ago. In the second place, 
the economy has lost a control which may be much needed this 
year—namely, control over the use of consumer credit. Credit 
used to finance consumption is extremely inflationary. As the 
output of automobiles and other durable consumer goods rises, 
this use of credit is likely to increase. In the third place, the 
cash budget surplus, on the basis of the President’s budget pro- 
posals, will be somewhat smaller than last year—perhaps about 
$6 billion in comparison with $7.8 billion last year. This esti- 
mate assumes that cash receipts are $3 billion above the Presi- 
dent’s estimates and it takes account of the recent tax reduction 
and of the proposed federal expenditures under the Marshall 
Plan. It does not, however, allow for any increase in military 
expenditures beyond those recommended by the President; 
hence a rise of $5 billion in military expenditures would almost 
wipe out the cash surplus. 

What should be done? Let us be frank. A large rearmament 
program, started from full employment, really requires many 
direct controls. Can the automobile industry, for example, ex- 
pect to make cars without limit when the country is acutely 
short of steel and gasoline? Honesty, however, compels one to 
concede that the people of the United States are not prepared 
for the reimposition of direct controls. If the country pursues 
a large rearmament program for any period of time, direct con- 
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trols will undoubtedly be necessary. It would be a mistake, 
however, to impose them before the need has become clear. For 
the time being, therefore, the country must do the best it can 
with indirect controls and let experience slowly demonstrate the 
necessity for additional steps. What indirect controls are avail- 
able? 

1. Increase production as rapidly as possible. The steel in- 
dustry added nearly 3 million tons of ingot capacity during 
1948. It also reduced two bottlenecks by adding 1.7 million 
tons of blast furnace capacity and 2.2 million tons of coke ca- 
pacity. Even larger increases in blast furnace and coke oven 
capacity are planned for 1948, but additions to ingot capacity 
will be only about one million tons. Industrial production as a 
whole may average between 7 and 8 per cent above 1947. 

2. Arrange to obtain considerably more steel output from 
the Ruhr. Present plans contemplate restoring production to 
only about two thirds of pre-war levels. Output should be re- 
stored to pre-war levels and Ruhr steel should be used to help 
meet the needs of the United States. Not only could steel and 
steel products from the Ruhr help rearm the United States but 
they would reduce Europe’s trade deficit with this country and 
help to cut the cost of the Marshall Plan. Immediate restoration 
of Ruhr output to pre-war levels is not practicable, but within 
two years Ruhr production would make a substantial contribu- 
tion to meeting the needs of the United States. 

3. Restrict the use of inflationary methods of financing pro- 
duction and consumption. More output does not cure inflation 
if it is financed by inflationary methods. Particularly inflation- 
ary, of course, is the use of credit in financing consumption. 
One of the immediate steps called for is restoration of the con- 
trol of the Federal Reserve Banks over consumer credit. Im- 
portant also is tighter control of lending for housing construc- 
tion. Finally, the expansion of private bank credit needs to be 
vigorously combated by Federal Reserve and Treasury policies 
so long as industry is operating at capacity. Every specific sug- 
gestion meets vigorous objection from within the Reserve Sys- 
tem. Consequently, I think that the time has come for the pub- 
lic simply to make plain that it expects private bank credit to 
be prevented from expanding faster than production and to let 
the Reserve authorities decide how to carry out this mandate. 
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The public should make plain also that it expects other kinds of 
inflationary operations, such as sales of government bonds by 
insurance companies and others to the Reserve Banks, to be 
offset. 

4. Make every effort to keep wage increases down to moderate 
amounts. Many union leaders privately admit that wage in- 
creases under present conditions merely help to maintain infla- 
tionary pressures. Since Congress has just made an inflationary 
reduction in taxes, it will not be easy to insist that unions act 
in a farsighted and statesmanlike manner. If unions push up 
wages, is it practicable to insist that private bank credit shall 
not be expanded faster than production? The answer to this 
question’ depends upon what is done to encourage personal and 
corporate saving. 

5. Develop a well-planned program to increase the volume of 
savings in the community. The need for more saving has been 
obvious for some time. Industry is grievously short of plant 
and equipment. Nevertheless, the large increase in incomes 
which occurred during the last year has been accompanied by a 
drop rather than a rise in saving. The stiff progressive income 
tax has gradually reduced the willingness and ability of indi- 
viduals to save—especially the individuals who can best afford 
to take chances. As a result of the low rate of saving, about 
two thirds of the new money which went into corporate indus- 
try in 1947 came from plowed-back earnings. Additional 
amounts were obtained by borrowing from the banks. Effective 
checks on the expansion of private bank credit can hardly be 
maintained unless there is a substantial rise in savings. 

The government might well adopt as a target raising personal 
savings to 10 per cent of disposable income. This was the rate 
which prevailed in the second quarter of 1946. In the year 
1941, personal savings were 10.7 per cent of disposable income. 
In the last quarter of 1947, however, personal savings were only 
6 per cent of disposable income. A rise to 10 per cent would 
increase the annual rate of saving by about $7 billion. 

Efforts to increase savings should take two principal forms. 
One is larger sales of government savings bonds. The record 
of savings bond sales during the past two years has been sur- 
prisingly good. Nevertheless, a difficult problem confronts the 
Treasury because persons who bought government bonds during 
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the war, and even as late as the early part of 1946, have suffered 
a heavy loss in the purchasing power of their principal. People 
may properly be asked to buy government savings bonds as a 
patriotic duty—on the ground that they are making a much 
smaller sacrifice than the thousands of young men who are re- 
quired in a period of emergency to serve in the armed forces. 
After the government’s demonstrated incapacity to control 
prices, however, the Treasury cannot properly represent the pres- 
ent type of government savings bonds as a suitable investment 
for persons who need to conserve the purchasing power of their 
principal. The time has probably come for the Treasury to 
offer a savings bond which is payable in a fixed amount of pur- 
chasing power. In order to protect the savings banks, the in- 
dividual purchases of the new type of bond should probably 
be limited, say, to $2,000 a year. 

The second part of the savings program should be permission 
for individuals to claim a substantial rebate (say one third) in 
the income tax on that part of their incomes which they save. 
Such an arrangement is particularly important because of the 
adverse effect of the stiff progressive income tax upon savings 
and upon the willingness of investors to take chances. Under 
present conditions, however, an unqualified reduction in the in- 
come tax would be inflationary because the accumulated demand 
for consumer goods is still enormous. 

6. Adopt a moderate forced saving levy. This may not be 
necessary until next fall—the time will be determined by the 
rate at which armament orders are placed (not the rate 
at which the goods are paid for). A forced saving levy is pref- 
erable to increased taxes on corporations. Since corporations 
are heavily dependent upon plowed-back earnings for financing 
the purchase of capital goods, heavier corporation taxes would 
aggravate the difficulties of controlling the expansion of bank 
credit. Since income taxes, even after the recent reduction, are 
still high, a forced saving levy is preferable to higher income tax 
rates. The forced saving levy should take the form of non- 
negotiable savings bonds running for three years. Since the levy 
is a forced one, the interest yield should be high, say 6 per cent 
and tax exempt. 

7. Adopt the policy that government deficits which may re- 
sult from rearmament and aid to Europe shall be financed by) 
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sales of government securities to nonbank buyers. This policy 
also requires that the government give relief in the form of a 
tax rebate on the part of incomes which are saved. 


Vil 


What about the long-run movements of wages and prices and 
the relationship between them? The rise of collective bargain- 
ing and of powerful trade unions may be expected to produce 
a slow upward movement of prices. The consequences of this 
have been quite generally overlooked but they will be tre- 
mendous. 

During the last hundred years the movement of prices has 
been more or less horizontal. The index of wholesale prices rose 
slightly, but the real price level undoubtedly fell by a moderate 
amount.* The long-run movement of the price of labor, as 
measured by hourly earnings, has been sharply upward. In 
1940, the hourly earnings of nonagricultural workers in the 
United States were about eight times as large as in 1840. This 
rapid rise in hourly earnings occurred during a period when 
unions, on the whole, were small and weak. Today, two thirds 
of the workers in manufacturing, four fifths in transportation, 
four fifths in construction, and four fifths in mining are organ- 
ized. The rise of unions has created a new type of economy— 
an economy in which the supply price of labor responds far more 
readily than ever before to increases in the demand for labor and 
in which, indeed, the supply price of labor may rise quite inde- 
pendently of the demand for labor. 

Experience indicates that the engineers and managers are not 
likely to raise output per man-hour faster than 3 or 4 per cent a 
year. People who do not expect the long-term movement of 
prices to be upward are compelled to argue that unions will be 
content not to increase wages faster than the engineers and man- 
agers advance output per man-hour. That, in my judgment, is 
an unrealistic assumption. Unions are far more likely to force 
up wages faster than the engineers and managers raise output per 
man-hour—perhaps 2 per cent or 3 per cent a year faster, per- 
haps even more. 

The difference between the rise in money wages and the rise 
in output per man-hour will have to be compensated by an ad- 


4The index has an upward bias because it does not promptly give 
representation to new articles and does not take full account of improve- 
ments in quality. 
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vance in prices. For example, if output rises by 3 per cent a 
year and money wages by 5 per cent a year, prices will need to 
rise by about 2 per cent a year. Otherwise, there will be a 
creeping increase in unemployment until the unions are no 
longer able to raise wages faster than the engineers and managers 
can raise output. Perhaps the necessary advance in prices will 
occur without stimulation by public policy. If it does not, the 
government will be compelled either to check the rise in money 
wages or to encourage a rise in prices. The first policy of the 
government, one may safely assert, would be to encourage an 
advance in prices. 

A rise in prices of 2 per cent a year seems small, but it would 
make a profound difference in the course of a generation. Pen- 
sions or life insurance, which men started to buy on entering the 
labor force at about the age of twenty or twenty-five, would 
have lost more than half of their purchasing power by the time 
the workers had reached the age of sixty-five or seventy. And 
with prices rising 2 per cent or 3 per cent a year, who would 
wish to own government bonds yielding 2% per cent? All 
fixed-income securities would have to sell at yields which dis- 
counted the expected drop in the purchasing power of the prin- 
cipal. What would happen to life insurance or pensions is dif_i- 
cult to say. Certainly it is doubtful whether private companies 
could offer the kind of life insurance and pensions which would 
be attractive in an economy of steadily rising prices. Since the 
demand for life insurance and pensions is strong, perhaps the 
government would have to assume the responsibility of provid- 
ing life insurance and pensions. 


Vill 


When I say that prices would need to rise fast enough to offset 
the tendency for money wages to rise faster than output per 
man-hour, I am asserting that the unions are likely to become 
the real makers of credit policy and possibly, in large part, of 
fiscal policy as well. No government will assume the responsi- 
bility of creating unemployment in order to limit the bargain- 
ing power of unions. That raises this basic question: will the 
community permit the movement of wages and prices to be de- 
termined by tens of thousands of bargains between unions and 
employers or will it adopt a national wage policy and require 
that collective bargains conform to it? 
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This question is faced today in one form or other by Britain, 
Sweden, Norway, France, and other countries where collective 
bargaining has become fairly universal and where the wage 
policies of unions threaten to defeat the efforts of the govern- 
ment to control prices. In these four countries the conflict be- 
tween free trade unionism and national planning has become 
plain. In Norway free trade unionism has been rather easily 
reconciled with national policy-making. Two conditions have 
helped bring about this result: (1) the Labor party is in power 
and (2) the trade-union movement has a strong tradition of 
centralization. For these reasons, the unions did not feel that 
they were giving up much when they subordinated their wage 
policies to a national plan.® In England, the problem has been 
more difficult. Although the Labor party is in power, the trade- 
union movement has strong traditions of autonomy for the in- 
dividual unions. Nevertheless, the necessities of the country are 
so compelling that national planning seems slowly to be winning 
over free trade unionism. In France, the government is weak 
and fails to command the support of a large part of labor. Hence 
the trade unions have been unwilling to accept the policies of 
the government and have thus far been fairly successful in im- 
posing their will on the government. 

The United States is not yet prepared to recognize that there 
may be important conflicts between national policy-making and 
free collective bargaining. And yet the United States is gradu- 
ally going through experiences which raise again and again the 
same question: to what extent can the country permit the struc- 
ture of wages and the movement of wages to be set by the 
method of thousands of bargains between unions and employers? 
Does this method of wage-fixing take sufficient account of na- 
tional interests so that the community can tolerate it only 
within the framework of a national policy? 

Recent experience with the effect of union wage policies on 
prices illustrates the issue. The matter will be even plainer after 
fifteen or twenty years of collective bargaining. Tens of mil- 
lions of people are likely then to see rising prices slowly reducing 
the value of their savings, pensions, bonds, life insurance, and 
mortgages. Hence, the community may endeavor to make 


5 The experience of Norway is discussed at length in a forthcoming book 
on industrial relations in Norway by Walter Galenson of Harvard University. 
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wages the subject of a national policy. The stronger unions will 
resist this development and they will be aided by the tradition 
of the labor movement which has always strongly opposed gov- 
ernment interference with union activities. The stronger unions 
will probably be assisted in their opposition by a considerable 
part of the business community which would prefer to make 
concessions to unions rather than be regulated by the govern- 
ment. 

Two conditions will increase the probability that a national 
wage policy will be developed to guide the operation of collec- 
tive bargaining. One is the possibility that a national wage 
policy will be supported by the weaker unions. When 
collective bargaining is more or less universal, the real 
bargains are not between unions on the one hand and employers 
on the other, but between unions in the various industries and 
occupations. Naturally, the stronger unions are able to raise 
their standard of living at the expense of the weaker unions. A 
national wage policy would tend to protect the weaker unions 
from the stronger. The second condition that will increase the 
probability of a national wage policy is the fact that over three 
out of four workers are employees. Hence, the government will 
be increasingly sympathetic to labor, and the influence of labor 
in politics will steadily increase. Experience shows that govern- 
ments which command the confidence of labor are most effective 
in regulating the activities of trade unions. 

Great changes in the distribution of power cannot occur with- 
out changing people’s ideas about rights, duties and public 
policies. Certainly the spread of collective bargaining and the 
shift of power between employers and unions will bring about 
changes in the ideas of the community about the rights and 
duties of employers and unions and the way in which collective 
bargaining should be conducted. Hence, the very spread of 
collective bargaining means that the country stands on the 
threshold of major developments in its economic institutions and 
public policies. One cannot predict with precision what these 
changes will be, but one is safe in asserting that thinking about 
industrial relations will place less and less emphasis on the rights 
of small groups of employers and workers and more and more 
emphasis on the problem of protecting the interests of the com- 
munity as a whole. 
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REMARKS BY THE CHAIRMAN 


CHAIRMAN Morcan: I would call your attention to one remark- 
able thing in the speech that we have just heard. Professor Slichter 
has spoken with complete independence. I counted five or six, possibly 
more, segments of the community whose tender spots he touched, but 
he did it with such good nature that even those whose tender spots were 
touched had no complaint. That is a remarkable thing; it is exactly 
what the Academy wants from its speakers; it is entirely consistent 
with the unique American principle of free speech which more and 
more in the world is coming into question. 

I wonder if Mr. Shishkin is in the audience. He is our third speaker 
this afternoon, but I have not seen him come in. Then suppose we 
go to the final stage in our program, with a possibility that we may 
have a chance to hear Mr. Shishkin a few minutes later. His plane may 
be cruising in the air somewhere trying to find a hole through the 
mist in order to get into a landing field. In any case, I know he 
would have come if he could.* 


* Unfortunately, because of circumstances beyond his control, Mr. Shishkin 
was not able to participate in the session.—Ed. 
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PART III 


PRICES, WAGES AND INFLATION 


INTRODUCTION * 


RUSSELL C. LEFFINGWELL, Presiding 
Chairman of the Board, J. P. Morgan & Co., Incorporated 


R. MINISTER, Mr. Secretary, honored guests, mem- 
bers and friends of the Academy: 

I have to take, though I cannot fill, the place of the 
Academy’s distinguished president, Mr. Lewis Douglas, whose 
duties in the service of our country prevent him from being 
with us. I like to do what Miss Ethel Warner wants. She has 
served, and directed, the Academy so ably and devotedly; and 
she is a hard woman to say no to. I know that my dear friend 
and partner, Mr. Thomas W. Lamont, to whom so fine a tribute 
was paid in the March number of the Political Science Quarterly, 
would have wanted me to do it. He was a great and devoted 

believer in the Academy. 


I am reminded, by the Under Secretary’s presence, of the 
day nearly thirty-one years ago when, almost at the door of 
Plattsburg, I was summoned to the Treasury at Washington 
and told by Secretary McAdoo to go off with Mr. Broughton, 
the able Chief of the Division of Loans and Currency, and 
write a circular for the First Liberty Loan. The loan bore 
31% per cent interest fully tax exempt, and was for $2 billion. 
The ablest bankers thought that no such amount could be sold! 
They were wrong. We in the Treasury wrote the circular, but 
Arthur Anderson and the Liberty Loan Committees sold the 
bonds. 


* Opening remarks at the Third Session of the Semi-Annual Meeting. 
[65] 
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The next thing to do was to set up the machinery for de- 
positing the proceeds of the loan among all the banks of the 
country pro rata to the subscriptions made through them. No 
such machinery had ever existed before. Treasury deposits 
had previously been.made by the Secretary of the Treasury ac- 
cording to his judgment or whim. With the aid of a distin- 
guished committee, consisting of James Alexander of the Bank 
of Commerce, George Davison of the Central Hanover, and 
Jerome Hanauer of Kuhn, Loeb & Co., the automatic and 
equitable machinery was then created which, with appropriate 
modifications, has been used ever since. 

For that First Liberty Loan provision had to be made to se- 
cure the government’s deposits by the pledge of miscellaneous 
bond and commercial paper, for there were no government 
bonds then to speak of. The total government debt upon our 
entrance into the war in 1917 was only about $1% billion. 
It grew to be $261 billion at the peak in 1919. Now our 
government’s annual budget is 1! times that. 

Treasury methods were different in those days. Fiscal fash- 
ions change like the length of women’s skirts or the width of 
their shoulders. The Treasury was severely criticized for not 
paying high enough rates of interest, though the rates on Lib- 
erty Loans rose from 34% per cent to 43% per cent. Now as 
you know the highest rate is 2% per cent. 

When the Second Liberty Loan came, the Treasury per- 
suaded Congress, not without difficulty, for the first time in 
American history, to issue taxable bonds. The bonds were 
subject, with minor exceptions, to income surtaxes and to ex- 
cess profits taxes. From that time forward fully exempt 
United States bonds have not been issued, though some of the 
Fifth or Victory Loan notes were issued fully exempt. 

In those days the Treasury shunned the practice of direct 
borrowing from the Federal Reserve Banks, although persons 
and corporations were encouraged to borrow from their banks 
to buy Liberty Bonds, and the banks in turn borrowed from the 
Federal Reserve. The reverse policy was followed by the 
Treasury in the Second World War, when borrowing to buy 
bonds was discouraged, while direct borrowing by the Treasury 
from the banks, and Federal Reserve open market purchases, 
were a matter of course. 


[66] 


5 

i 

> 

a 
> 
} 

| 
| 


No. 1] PRICES, WAGES AND INFLATION 67 


In the First War the Treasury never pegged the price of its 
bonds, though the War Finance Corporation and the Bond 
Purchase Fund supported them to some extent, without pegging. 
Nowadays pegging is the regular practice. 

When the First War was over and inflation was rampant, the 
Treasury and the Federal Reserve codperated in applying the 
classical method of inflation control, and the Federal Reserve 
Bank rate was raised to 6 per cent and then to 7 per cent in 
1920. My last act before I retired from the Treasury at the 
end of June 1920 was to issue a 6 per cent one-year certificate 
of indebtedness. Dear money resulted in drastic deflation. 

Now, the rate on certificates is 1% per cent, and the Treasury 
and the Federal Reserve are keeping money very cheap by Fed- 
eral Reserve bond buying when necessary. This is not the 
occasion for me to discuss that policy. 

The first time I ever spoke to the Academy of Political 
Science was in the spring of 1920 when I addressed the Academy 
on “Treasury Methods of Financing the War in Relation to 
Inflation”. Now again inflation is a problem. 

Both the First World War and the Second World War were 
well financed, and inflation was on the whole well controlled 
during the wars. Methods were different, but in both wars 
a great effort was made, a great public-spirited, nation-wide 
effort was made, to avoid avoidable inflation. The only funda- 
mental differences arose after the wars, the difference between 
dear money then and cheap money now. 

It has been suggested that a pay-as-you-go policy be adopted, 
if a Third World War comes, which God forbid. Now the 
truth is that a pay-as-you-go policy in war is not a practical 
policy. Economically speaking, war is the business of de- 
struction. To engage in the business of destruction prudently 
and conservatively, avoiding any greater government expend- 
iture than the taxpayers of the country can meet out of current 
taxes, means that we shall send our sons and grandsons to war 
with bare fists, and lose the war, prudently, with a balanced 
budget and a dear-money policy; and leave it to our conquerors 
to inflate us. It is a doctrine of unutterable nonsense. What 
must be done, and what was done in both wars, is to raise taxes 
as high as, in the judgment of Congress and the Treasury, they 
can be raised, consistently with maximum production for the 
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conduct of the war, and to sell as many bonds as possible to 
the people. War is economic waste. The consequent inflation 
represents the difference between the government’s necessary ex- 
penditures for the conduct of the war and the current savings 
of the people collected by the government in taxes and war 
loans. 

Our first speaker is a distinguished business man, newspaper 
publisher and banker from South Carolina, who is greatly 
honored among the bankers of the United States and is a former 
president of the American Bankers Association. I have the 
honor to present to you Mr. Lee Wiggins, the Under Secretary 
of the Treasury of the United States. (Applause) 


REMARKS 


Mr. A. L. M. Wicerns: Mr. Chairman, Mr. Minister, Members of 
the Academy, Ladies and Gentlemen: I must admit in all frankness 
that I have been brought here tonight under a serious misapprehension. 
I have been directed, almost commanded, to prepare the most learned 
address that it was possible for me to prepare, because I would find an 
audience of economists, college professors and learned people who would 
not appreciate my usual type of public speaking, which includes a lot of 
Southern stories. On looking around, however, I observe many friends 
of former days, who would much prefer those stories to the so-called 
learned address that I am now about to deliver. 

I want to say that I am also embarrassed by a casual statement of 
the distinguished Minister of Finance from Canada who has just in- 
formed me of the surplus in the Canadian Treasury at the close of 
business and the close of the fiscal year today which relatively is twice 
the amount that we hope to have as a surplus on June 30 next. As a 
matter of fact, I am now planning to go to Canada to find out how 
they get so much more money, relatively, than we are able to get when 
we think that we have looked into almost all revenue sources in this 
country. 

As a representative of the Treasury Department, I would like to talk 
about fiscal policy and debt management. I brought along an extra 
copy of my talk to give to the Finance Minister of Canada, but instead 
of that, I am asking him to leave with me a copy of his address. 
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FISCAL POLICY AND DEBT MANAGEMENT 
A. L. M. Wicerns 


Under Secretary of the Treasury 


M* discussion tonight will be devoted primarily to debt 


management as a part of fiscal policy. Over-all fiscal 

policy is concerned with the desirable amount and 
sources of government revenue and the amount and uses of 
expenditures of the federal government, on the basis not only 
of financial but of economic considerations as well. 


In actual practice, however, the amount of receipts is often 
determined as much by a consideration of what it is feasible to 
collect as it is by a broad consideration of consumer and business 
incomes and the amount of goods available for purchase. The 
total amount of the federal government’s expenditures is often 
determined by other than economic considerations. Our huge 
war expenditures were made in order to win the war and not be- 
cause the economy needed them; and this is also true of the 
proposed expenditures for the European Recovery Program. 


It was not deemed feasible or desirable for total receipts dur- 
ing the war years to equal total expenditures. On the other 
hand, when national income and production are high, employ- 
ment full, and inflationary pressures strong, economic consider- 
ations should control, so as to produce a budget surplus that may 
be applied toward economic stability and debt reduction. 

The determination of the total amounts and the balance of 
receipts and expenditures of the federal government that is most 
conducive to a healthy domestic economy should be the basic 
consideration of fiscal policy in peacetime. 

The condition of the American economy since V-J Day in- 
dicated a fiscal policy of seeking to keep expenditures as low as 
compatible with the discharge of our domestic and international 
obligations and of seeking to keep receipts as high as is consistent 
with a vigorously functioning private-enterprise economy and 
a reasonable untaxed minimum standard of living for persons in 
the lower income brackets. These objectives continue to call 
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for the maintenance of the present aggregate level of federal 
tax revenues. 

We would be blind to the stern realities of the hour if we 
failed to recognize that rapidly changing world events are 
generating new variables and new problems which will have a 
profound effect on our entire national economy and on fiscal 
policy. The limits of my time, however, do not permit a dis- 
cussion of tax policy and questions of expenditures as basic 
elements in the determination of fiscal policies. I shall limit 
my discussion to the area of public debt management. 

The number one constant in the equation of debt manage- 
ment is a present federal debt in excess of $250 billion. The 
importance of this debt is not merely its size but its proportion 
to the total of all debt, the impact of its management on all in- 
terest rates, the cost of servicing the debt, and proper provision 
for its retirement. 

In the 1920’s, the public debt, federal and state and local, 
amounted to a little over $30 billion and was less than 20 per 
cent of the total of all public and private debt. Today, the total 
public debt, federal, state and local, is about $270 billion and 
constitutes some 60 per cent of the total of all debt. In the 
1920’s, government securities constituted about 12 per cent of 
the total assets of member banks; while today they constitute 
about 50 per cent of total assets. In the 1920’s, the rate of in- 
terest on the public debt was influenced largely by current 
financial and business conditions and the rate on private debt; 
whereas today, the size and the proportion of the federal debt 
to the total of all debt make it the dominating factor in deter- 
mining interest rates on private debt and the return on invest- 
ments. In the 1920’s, the public debt was only about three 
eighths of a year’s gross national product; whereas, in 1947, the 
public debt exceeded the gross national product for the year. 

These figures and comparisons are unmistakable evidence of 
the importance of public debt management and of the com- 
pelling necessity for such management to be directed not merely 
to the financial considerations of government itself, as important 
as they may be, but to the effect of such management on our 
entire economy. No matter how jealous we may be of the 
freedoms of private enterprise, nor how abhorrent to our con- 
cept of such freedom that control and management by central 


[70] 


|_| 


No. 1] DEBT MANAGEMENT 71 


government may be, the hard facts are that the management 
of our large public debt is such a dominant factor in the finan- 
cial and economic life of the nation that it is imperative that 
firm control of debt management be exercised by the federal 
government. This must continue as long as the public debt 
continues at its present relative size and proportions. Financial 
and business leadership should be constantly alert, however, and 
fully codperative in seeing that the exercise of that power is, at 
all times, directed toward the broad objective of the national 
welfare. 

In February 1946, at the highest point, the total federal debt, 
direct and guaranteed, was $280 billion. Cash balances of the 
Treasury amounted to $26 billion. The wartime interest pat- 
tern of the debt ranged from ¥% of one per cent on 90-day 
Treasury bills to 214 per cent on long-term Treasury bonds. 
The distribution of the debt was $117 billion held by the com- 
mercial banking system, $65 billion held by individuals, $28 
billion held in government trust accounts, and $70 billion held 
by other investors. For the remaining months of the fiscal 
year, to June 30, 1946, there was a further deficit in the federal 
budget of over $1% billion. There was a growing inflationary 
pressure in our economy. 

With these factors, the correct policy of debt management 
was clear. It was to utilize the excess cash balance beyond 
budget needs for the retirement of the debt. The proper place 
for such retirement was in the commercial banking field. This 
policy was followed, with the result that by the end of Decem- 
ber 1946, when cash balances had been brought down to a peace- 
time working level, the total debt had been reduced by over $20 
billion, of which $19 billion were taken out of the commercial 
banking system. 

We then moved into the second phase of post-war debt 
management. From January 1, 1947 through June 30, 1947, 
there was a budget surplus of approximately $34 billion. This 
represented the reduction of the public debt which it was pos- 
sible to achieve during this six-month period from an excess of 
receipts over expenditures. During this period, however, it was 
possible to reduce the holdings of the commercial banking 
system by $6 billion through the application of this surplus, 
through the use of the proceeds from the sale of savings bonds 
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to the public, and through the use of the excess of the cash 
operating surplus over the budget surplus. The inflationary 
pressures had increased during this period and, therefore, the 
economic objective of an anti-inflationary debt management 
policy was paramount. 

For the fiscal year ending June 30, 1948, there is an indicated 
budget surplus of $7.5 billion. This surplus has been, and is 
being, used for debt retirement. The Treasury also will receive 
about $114 billion from the net sales of savings bonds and from 
other sources, making a total of approximately $9 billion which 
will be available for the retirement of the marketable debt. 
During this period, inflationary pressures have continued high. 
Therefore, in the interest of stabilizing the economy, the use of 
these funds has been directed toward a reduction of bank-held 
debt, with particular emphasis on the retirement of debt held 
by the Federal Reserve Banks. 

Offsetting the impact of this program to a considerable extent 
has been the nonbank selling of government securities to the 
Federal Reserve Banks and the inflow of gold. These factors 
have diminished the full anti-inflationary effect of the debt 
management policy this year. This policy has been of sub- 
stantial effect on the credit structure, however, particularly on 
long-term interest rates of private and municipal credits, and in 
encouraging a greater degree of caution in the lending field. 

The present budgetary surplus as of the end of March is 
greater than the net surplus indicated on June 30 next; but 
an excess of expenditures in the fourth quarter of the cur- 
rent fiscal year above receipts will reduce the current surplus to 
the $7.5 billion indicated in the budget estimates, or less. For 
debt management, however, the deficit for this three-month 
period can be more than offset with withdrawals from the 
government’s war loan deposits in commercial banks now ap- 
proximating $2 billion. These withdrawals, together with cash 
receipts from the sale of savings bonds and net receipts from 
trust funds, will be available for debt management purposes 
and will be used to continue the pressure on the money markets. 

Throughout the current fiscal year, recognition has been given 
to the wartime artificiality of the low rates on short-term gov- 
ernment securities. The task was to remove the rigidities of 
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these artificial wartime rates without serious disturbance to the 
money markets. Through the codperation of the Treasury and 
the Federal Reserve System, the rates on 90-day bills were per- 
mitted to move up, beginning with the issue of July 10, 1947. 
Through the issue of 7% per cent certificates on August 1, 1947, 
for an eleven-month maturity, an adjustment of the certificate 
rate was begun. These adjustments have continued until the 
90-day bill rate is now approximately 1 per cent, and the one- 
year certificate rate is 14% per cent. The effect of these ad- 
justments in rates has been consistent with the over-all debt 
management policy of the past year. 

I have indicated that the budget surplus has been the most 
potent weapon in debt management for the anti-inflationary 
objective. This leads to a brief discussion of the outlook for 
the fiscal year ending June 30, 1949. We start with the Presi- 
dent’s budget estimate of a surplus for fiscal 1949 of $4.8 billion. 
In view of world conditions, we would be unrealistic if we failed 
to recognize the possibility that this surplus may be considerably 
reduced through increased expenditures. Furthermore, a tax 
bill has passed the Congress which, if it becomes law, will reduce 
the total revenues of the federal government by more than 10 
per cent. Under this legislation, revenues during the fiscal year 
ending June 30, 1948 will be reduced by only about $600 
million; but revenues for the fiscal year ending June 30, 1949 
will be reduced by about $5 billion. Adding to this reduction 
of $5 billion the sum of $500 million, which will be paid out in 
additional tax refunds, the proposed tax reduction, based on 
present budget estimates, would convert the expected surplus of 
$4.8 billion into a deficit of $700 million. 

Even on the earlier budget estimates, without consideration 
of reduced receipts that will result from the proposed tax re- 
duction and without any consideration of increased expenditures 
beyond original budget estimates for military and economic 
preparedness, there is indicated no further budget surplus be- 
tween April 1 and December 31, 1948. The next period of sub- 
stantial surplus will be in the first quarter of calendar 1949. 

For the full fiscal year 1949, with the currently proposed tax 
reduction and without any net increase in expenditures, there 
will be a rise in the public debt of $700 million, and the only 
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funds available for debt management will be the cash receipts 
from trust funds and the receipts from sales of savings bonds in 
excess of the budget deficit. If, therefore, inflationary pres- 
sures continue through fiscal 1949, and if debt management 
policy is to be continued with an anti-inflationary objective, the 
ammunition will be severely limited. Thus it is highly 
important in the year ahead that a maximum effort should be 
devoted to the sale of savings bonds to nonbank holders, so as 
to provide the greatest possible amount of funds to be used in 
maintaining reasonable pressure on the credit situation. 


Recognizing the strategic value of the sale of savings bonds to 
individuals as a dual purpose weapon against inflation that will 
divert cash from the spending stream and, at the same time, pro- 
vide funds which may be used in retiring bank reserves and de- 
posits of commercial banks, the Treasury Department is in- 
stituting a new and accelerated Security Savings Bond Campaign, 
beginning April 15. Enthusiastic support for the program by 
industrial concerns, labor organizations, bankers, retailers, in- 
surance companies, the entire advertising industry, and many 
others, assures an all-out effort. 

I have used the President’s budget estimates as the basis of all 
the figures I have given. Here and there, questions have been 
raised as to whether these estimates, in some cases, may be too 
low or too high. The answer is that all estimates of the future 
are necessarily estimates; they cannot be proved facts. They 
are as scientifically prepared as is possible, by as competent a 
group of technicians as can be assembled, and are based upon all 
known facts and the judgment of those in the best position to 
form a sound judgment in the financial field, in the business 
field, and in government. What the national income will be, 
what the personal incomes for the nation will total, what the 
national gross product will be between July 1, 1948 and June 
30, 1949 cannot be determined by a slide rule on January 1, 
1948. Yet a determination had to be made at that time of a 
base on which to estimate government revenues for the period 
six to eighteen months in advance. With a government budget 
equal to about 20 per cent of total personal incomes and with 
the government revenues determined largely by the total of such 
incomes, any variation in the base necessarily affects the actual 
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revenue receipts. With many new factors continuously arising 
that affect the base, the surprise is not in how much the differ- 
ence is between actual receipts and estimates but how little. 


Revenue estimates for the fiscal year 1949 are based on per- 
sonal incomes of $200 billion for that period. This is $3 billion 
more than the total for the calendar year 1947 and is $11 billion 
less than the rate at which such income payments ran in the 
month of January 1948. Iam fully convinced that the base of 
$200 billion is as realistic and as uncolored by desires or objec- 
tives as reasonable men, using all available material and the most 
scientific technique, can determine. 


On the expenditure side, costs that are products of war and 
defense constitute 79 per cent of the President’s budget. There 
are few areas in this group where expenditures may be reduced; 
but, on the other hand, there appear to be potentials in which 
substantial increases may become the price of self-preservation. 
In the other areas of the cost of government, the American 
people have shown little disposition to deny themselves services 
that multiply the cost of government. There are some areas in 
which economies may be, and are being, effected, but, so long 
as the American people demand of the federal government vast 
operations and services, subsidies and guarantees, substantial 
reductions in the cost of government cannot be had. 

It has been suggested that, in order to improve the budget 
picture for fiscal 1949, the sum of $3 billion for the foreign re- 
covery program be earmarked and charged against the 1948 
budget and credited to the 1949 budget. The result is merely 
a bookkeeping transaction that would affect neither the time of 
receipt by the government of a dollar income nor the time of 
payment of a dollar of expenditure. From the standpoint of 
debt management, there would be no effect at all. 

In the field of interest rates, there is but a limited area in 
which debt management policy can operate. Present rates on 
long-term government bonds are practically at the coupon level 
of 2% per cent. During the months of March, April and May 
1947, there was an incipient boom in the bond market with 
heavy pressures on the long-term rate. It was recognized, in 
the interest of our national economy, that it was undesirable for 
long-term money to become worth less and less. There was a 
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demand for the issuance of new government securities to meet 
investment demand. In order to meet this situation, the Treas- 
ury Department, over a period of six months, sold long-term 
bonds from some of its investment accounts to a net amount of 
$1.5 billion. In September 1947, the Treasury Department 
offered a nonmarket G-type bond to institutional investors 
under a limited formula, resulting in sales of approximately $1 
billion. The effect of these operations was to take the pressure 
off the market and create the conditions under which prices de- 
clined and interest rates moved up. Thus was averted the boom 
market in long-term securities. 

Following this period, the market pressures reversed them- 
selves and there developed instead an increasing downward 
pressure on prices and upward pressure on rates. The 2% per 
cent long-term rate was then stabilized through purchases in the 
market by the Treasury and the Federal Reserve Banks. At 
present, there appears to be a relative equilibrium in the long- 
term market. 

It should be well recognized that there is no question of the 
financial adequacy of the Federal Reserve System and the Treas- 
ury to maintain the market and the rate and to buy all of the 
securities that may be required for that purpose. The total 
amount of marketable government bonds with a final maturity 
date of ten years or more presently outstanding is only $64 
billion out of the total debt of more than $250 billion. 

There are several considerations that argue for the main- 
tenance of the long-term 242 per cent rate on government 
securities. 

Whether this rate is the correct one in terms of long-range 
worth of long-term money or not, it was the rate used in 
financing the war. That rate, and the market for securities 
based on that rate, and the liability of institutions that have ac- 
quired those assets based on that rate have been integrated into 
the financial structure of both public and private institutions 
throughout the nation. Commercial bank holdings of govern- 
ment securities are about seven times their capital funds; the 
holdings of government securities by mutual savings banks are 
about six times their reserves. The holdings of government se- 
curities by life insurance companies equal more than five times 
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their capital funds. The average maturity of government se- 
curities held by commercial banks is four years, by mutual sav- 
ings banks is thirteen years, and by life insurance companies, 
fifteen years. Any rise in interest rates of government securities, 
with a consequent decline in market value, would create a book 
loss against capital funds of these institutions, multiplied by the 
ratio of government bonds to capital assets. A small rise in the 
interest rate of long-term government securities would result in 
a market decline of all long-term securities that would create a 
book loss on assets held by many such institutions equal to the 
total of their capital and capital reserves. While such book losses 
would not be actually sustained, the existence of such market 
valuation shrinkage in large proportions might threaten the 
stability of many institutions. 


An aggregate of $46 billion savings bonds is held by millions 
of individuals. These securities bear an interest rate to maturity 
from 21% per cent to 2.9 per cent. These bonds are payable 
upon presentation and demand. A rise in interest rates would 
be a wholesale invitation for cashing these bonds and would 


undermine the confidence of the owners in their original invest- 
ment. 


The interest cost to government on the public debt is $5.2 
billion per year, or $100 million per week. This item represents 
14 per cent of the federal budget for the fiscal year 1948. Un- 
less there is a substantial reduction in the debt, the total interest 
cost will continue to rise. There are two reasons for this. One 
involves savings bonds. The interest rate on E Savings Bonds, 
if held to maturity, is 2.9 per cent, but the interest charge on 
these bonds is carried in the budget on the basis of the actual 
accrual each year. The bracket rates for accrual are graduated 
and they run up to 4.76 per cent. This top rate will be reached 
on the largest blocks of savings bonds outstanding during the 
next two or three fiscal years. Second, the continued accumula- 
tion of trust funds is invested, under statutory requirements, at 
an interest cost to the government up to 4 per cent. To the 
extent that these funds are used to retire short-term, low-rate 
securities, the interest cost on the total debt will rise. It is of 


considerable importance to the taxpayer that the interest cost of 
the debt be held to a minimum. 
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With interest rates on the government debt the dominant fac- 
tor in influencing all interest rates, any rise in long-term rates 
on government securities would disturb private business in its 
long-term planning. 

No one can predict today what the financing needs of govern- 
ment may be in the years ahead. To destroy the integrity of 
the long-term rate with which World War II was financed 
would multiply the difficulties in any large-scale financing that 
might be needed in the years ahead. Nor should we overlook 
the fact that, with the present debt, more than $50 billion must 
be refunded each year. 

It has been argued that long-term interest rates should be al- 
lowed to seek their “ natural ” level. What is sometimes meant 
by the natural level is the determination made by the investment 
and money markets. But this use of the term “ natural” adds 
little to the discussion, as the determinations made by the money 
market are, for the most part, merely reflections of the under- 
lying credit policies of the monetary authorities. 

Monetary authorities are not omnipotent, however. In the 
long run, there is a real natural rate of interest, and a departure 
from this rate will collect its own toll. The natural rate of in- 
terest in this sense is that rate which is high enough to hold down 
the amount of capital formation to the currently accruing sav- 
ings of the economy, yet low enough to permit the savings made 
at a high level of employment to be fully invested. 

A rate of interest that is too low will, in the long run, encour- 
age more capital formation than can be financed by the current 
savings of the community. The difference will then be made up 
by an expansion of bank credit with a consequent upward >res- 
sure on prices sufficient to compress consumption enough to re- 
lease the necessary resources. 

On the other hand, an interest rate that is too high will not 
permit as much capital formation as the real savings of the com- 
munity would make possible. As a consequence, the commu- 
nity will not secure the benefits of all the investments which it 
could otherwise have, and the labor and capital which would 
have gone into creating these investments will be unemployed. 

It is necessary, therefore, that the monetary authorities recog- 
nize the long-run economic limitations upon their powers. 
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It should be fairly recognized that if selling pressures by hold- 
ers of long-term bonds are offset by no substantial demand ex- 
cept that provided by the Federal Reserve System and the 
Treasury, the maintenance of the 214 per cent long-term rate 
will provide no flexibility for the use of long-term rates as an 
important factor in credit control. This brings us back to the 
big constant in the equation, the size of the public debt, the cost 
of carrying it, its widespread ownership among millions of indi- 
vidual owners, and its preponderant proportion in the assets of 
commercial banks, savings banks, trust funds, insurance com- 
panies, and other institutions. These considerations must con- 
tinue to control the determinations of public debt management 
policy. 

In the short-term interest field, there is some greater latitude. 
In that area, financial and economic considerations permit a 
reasonable adjustment of that rate up or down as the needs de- 
velop. It is a delicate mechanism with vast potentials and should 
be used with great prudence and keen understanding of the 
effect of every move. 

In conclusion, I revert to basic considerations of fiscal policy 
as they relate to receipts and expenditures. Broad economic con- 
siderations should have first place. It is inconceivable that we 
would take the risk of placing on top of the inflationary pres- 
sures growing out of the financing of the war new inflationary 
pressures that will grow out of deficit financing. The dangers 
are too great. 

The alternatives are clear. We must either make up any 
difference between receipts and expenditures through further 
taxation or resort to the strait jacket of rigid controls of our 
economy. Even with such controls, sound fiscal policy dictates 
that any deficits be financed through mobilizing the savings of 
the country, and particularly of individuals, in so far as that is 
possible. If resort must be had to the banks, the borrowing 
should be through short-term, low-yield obligations, such as bills 
and certificates, which would be appropriate from the stand- 
point of both the cost to the government and their place in bank 
portfolios. 

The task ahead in the administration of a sound and effective 
fiscal policy is not an easy one. To meet the current and the 
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new situations that may develop, we shall need skill and wisdom 
and courage. More than that, we shall need restraint on the part 
of the business and banking community, on the part of labor, 
on the part of government, and on the part of the consuming 
public. We will need and should seek Divine guidance. 

In our efforts to provide economic stability at home and 
abroad and to utilize our resources for the high purposes of pro- 
moting world peace and world prosperity, a common sacrifice 
lies ahead to protect this nation from any weakening of its econ- 
omy and to guarantee that our great strength, which is the hope 
of mankind, shall be preserved. (Applause) 


REMARKS 


CHAIRMAN LEFFINGWELL: We are all grateful to you, Mr. Sec- 
retary, for coming here and honoring the Academy by your fine and 
thoughtful address. 

Canada’s contribution to the war effort and to reconstruction after 
the war has been magnificent. Her codperation with the United States 
and with Great Britain has been effective and generous. Her problem 
since the war, like the problem of the mother country, has been that 
she has had to buy here many of the things she needs and to pay for 
them in United States dollars. And in the nature of the case, and 
by long habit and custom, she has found the market for the things 
she has had to sell largely in Great Britain and other countries which 
are short of United States dollars. 

The future of the world of free men greatly depends upon the 
strength and durability of the British Commonwealth of Nations. 
So does the welfare of our own beloved country. We cannot dwell in 
peace and freedom alone. Canada, in economic strength, in the hardi- 
hood and loyalty of her citizens, is one of the most important of the 
nations of the British Commonwealth. We, Canada’s neighbors in 
North America, are proud of her, and we are her loyal friends; all 
the more because we admire and applaud her loyalty to the British 
Commonwealth and to her King. 
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Our guest, the Canadian Minister of Finance, was born in Quebec 
in 1899. Before he was eighteen years old he went to France and 
served there from 1916 to 1918, and was commissioned a Second 
Lieutenant in the Royal Air Force. After the First World War he 
studied law at McGill University, of which by the way our honored 
President, Lewis Douglas, was, you will recall, at one time Principal 
and Vice Chancellor. In 1921 Mr. Abbott returned to France and 
studied Roman law at Dijon to prepare himself for the practice of the 
law in Quebec; for the Quebec civil code is based on Roman law. 
Mr. Abbott practiced law in Montreal and became a King’s Counsel 
in due course. He was elected to Parliament in 1940, and in 1943 
became Parliamentary Assistant to the Minister of Finance. In that 
capacity he was particularly responsible for the administration of the 
wartime Prices and Trade Board. Any one who survived that ordeal 
must be good. He later became Assistant to the Minister of National 
Defense, Minister for National Services and Minister of National De- 
fense, and finally, at the end of 1946, Minister of Finance. I have 
the honor to present to you the Honorable Douglas Charles Abbott, 
Minister of Finance of Canada. (Applause) 


THe HonoraB_e Doucias C. ABBottT: Mr. Chairman, Mr. Sec- 
retary, Ladies and Gentlemen: First let me thank you, Mr. Chairman, 
for the very generous things which you have said about my country 
and about myself, which I can assure you are deeply appreciated. 

I am in somewhat the same position as my friend, the Under Sec- 
retary of the Treasury. I have come here with an address which I 
am afraid could hardly be described as inspirational, but I was asked 
to speak on the subject of “* Prices and Credit ”, and I felt that since 
I had been asked to speak on that subject, I should follow my in- 
structions. 


[81] 


PRICES AND CREDIT 


THE HONORABLE DOUGLAS C. ABBOTT 
Minister of Finance of Canada 


Wes I accepted the kind invitation of your President 


to speak to you on this subject of “ Prices and Credit ”, 

I assumed that you would not expect me to attempt 
any economic dissertation on the controversial causal relationship 
between credit and prices but rather to give you some of the 
facts and the lessons of Canadian experience in this field. 


Problems connected with the practical aspects of price control 
and price decontrol and the adaptation of fiscal and monetary 
policies to the changing economic situation have occupied a very 
large proportion of my waking hours during the last two or 
three years. Nevertheless, I am a layman and I have no desire 
to split hairs with the economists in a field of doctrine concern- 
ing which, as one of them has said, not more than a half dozen 
economists are able to argue with any real comprehension of 
what they are talking about! Therefore, I shall not take sides 
in the controversy as to whether it is expansion in the supply of 
money or credit’ that drives up prices or whether it is rising 
prices that force expansion in the supply of money or credit. I 
suspect that at certain times the primary impulse comes from the 
money side and at other times from the goods side but I am con- 
fident that, whichever comes first, a point is reached where each 
feeds upon the other. That, it seems to me, is what is important 
from the practical point of view of those of us who are con- 
cerned with policies and remedies. 


The most conspicuous economic fact of the last two years has 
been the upward spiraling of prices all over the world. It is not 
a local problem. It is not confined to any one country or to any 
group or class of countries. It is a world-wide phenomenon. It 
appears to be the inevitable sequel to the physical destruction, 
the disruptions of production and trade, and the enormous credit 


1In this paper I shall use these two terms interchangeably. 
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expansion caused by war; for, as night follows day, this type of 
phenomenon has followed each of the four major wars of the 
last century and a half. Thirty months after the end of World 
War II, the world from the price point of view stands very much 
where it stood a short time after the Napoleonic Wars, after the 
United States Civil War and after World War I. 

We in Canada have not been able wholly to escape the effects 
of this world-wide epidemic, although our economy was un- 
touched by the physical ravages of the war; we succeeded in in- 
creasing our production of goods enormously, and we vigorously 
pursued bold anti-inflationary policies. In the first war budget, 
delivered on September 12, 1939, the day after Canada declared 
war, the Canadian government committed itself to a pay-as-you- 
go policy carried to the farthest practicable limit. Arguing that 
the real resources required to fight a war must come almost 
wholly from current production, the Minister undertook to 
finance Canada’s war effort by raising taxes to the highest toler- 
able point and by borrowing as much as possible of any needed 
additional funds out of current savings rather than by the in- 
flationary expansion of money and credit. At that time no one 
dreamed that Canada would find it necessary or even possible to 
mobilize the war effort which was later to be her share. It be- 
came an all-out effort and it cost Canada something of the order 
of $20 billion. It was extremely fortunate, therefore, that from 
the very start of the war Canada was committed to this type of 
financial policy. 

Those who are familiar with the record will agree, I think, 
that the policy was carried out with great vigor and deter- 
mination. New and higher taxes were imposed with a Dra- 
conian severity and in the end over 53 per cent of all govern- 
ment expenditures during the war was financed out of tax 
revenues. Similarly, the record achieved in mobilizing the sav- 
ings of the public was a good one. A nation-wide and increas- 
ingly efficient organization was developed which in two War 
Loan and nine Victory Loan campaigns succeeded in raising over 
$12.2 billion of new cash. It was, however, impossible for the 
government to avoid some use of the banking system as a direct 
source of borrowing, and the public was also responsible for an 
expansion of bank credit through temporary borrowings to as- 
sist in Victory Loan purchases and through some selling of bonds 


[83] 


84 PRICES, WAGES AND INFLATION _ [Vot. XXIII 


to the banking system in between loan campaigns. According 
to the calculations of the Bank of Canada, however, the total 
increase in money supply between the end of 1939 and the end 
of 1945 was only $2.1 billion, or roughly 156 per cent. 

It was this fiscal and financial policy that, by “ mopping up ” 
surplus purchasing power, really made possible the success of our 
direct wartime controls of prices and wages. In the late thirties, 
prices had not recovered from the disastrously low levels of the 
depression. The outbreak of war, with its threat of commodity 
shortages, stiffened prices sharply all over the world, and in our 
case the price rise was amplified by a 10 per cent reduction in 
the external value of the Canadian dollar. In the summer of 
1941, as Canada and other countries began to cross into the zone 
of full employment, inflationary pressures began increasingly to 
assert themselves. It was under those conditions that in October 
of that year Canada imposed its complete, over-all ceiling on 
prices. At the same time a ceiling was placed on wages and 
salaries and a little later the excess profits tax was raised from 
75 per cent to 100 per cent. For successful administration it 
became necessary to supplement the price-ceiling program with 
a vigorous combination of supply controls, production directives, 
export controls, bulk purchasing, subsidies and rationing. 

This “tough” and realistic policy, ably administered and 
firmly enforced, succeeded in holding the general level of retail 
prices in Canada almost completely stable for more than four 
years. From October 1941 to December 1945, the index of the 
Canadian cost of living rose by only 4 per cent and the rise in 
wholesale prices was only 10.6 per cent. Our wartime policies 
had thus succeeded to a remarkable extent in holding the evils 
of inflation in check. We had enormously increased our produc- 
tion and maintained a reasonable balance in our economy. By 
preventing a headlong upward rush of prices, we had kept down 
the money cost of the war and the continuing burden of war 
debt, safeguarded the economically vulnerable members of our 
population against acute hardship, and avoided the acute social 
unrest, with its damaging effect on output, which is the product 
of sudden and drastic price changes. 

After the war ended we were anxious to maintain indefinitely 
as much of these solid gains as was practicable in a world in 
which no nation any longer lives unto itself alone. We were 
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hopeful, therefore, that throughout the world the pressure of 
inflationary forces could be held in check—by expanding output, 
by appropriate fiscal, monetary and economic policy in all coun- 
tries, and by constructive international codperation. We be- 
lieved in a free economy and in the effective working of the price 
system and we realized that even if we wished to do so we could 
not under ordinary peacetime conditions maintain that prac- 
tically unanimous public support upon which the successful ad- 
ministration of price control is dependent. At that time also it 
was widely believed that a fall of moderate proportions in the 
world price level was likely in the relatively near future. There- 
fore, as our price level was below that of most other countries, 
we hoped that we would be able to tie on to the probable new 
world level of prices without too great an upward adjustment 
in our Own prices. 

When we first began to think of the problem of decontrol, 
away back in 1944, we felt that our plans for dismantling our 
wartime restrictions should be spread over a period of at least 
two years. While always ready to adapt our plans to unforeseen 
developments—and having to do so on more than one occasion— 
we have nevertheless kept pretty well to that original schedule. 
Our supply controls were relaxed very quickly and by the end 
of 1945 most of them had disappeared. Price and rationing de- 
control, however, was not even begun until February 1946, and 
for more than a year after that it took place very gradually and 
cautiously. Not until the spring of 1947 did we begin to de- 
control and deration the staple constituents of the peoples’ food, 
clothing and shelter. The elimination of subsidies was a neces- 
sary prerequisite to the decontrol of prices. It began early in 
the post-war period and was accelerated after about the middle 
of 1946. By that time, United States price controls had been 
substantially eliminated and it had become clear that there was 
little hope of subsidies being eliminated by external prices mov- 
ing down to the Canadian level and that as the remaining sub- 
sidies were withdrawn price increases would follow in most cases. 

During the year 1947 the removal of subsidies and the decon- 
trol of prices proceeded apace and we had in mind the possibility, 
if not the probability, of complete decontrol by the spring of 
1948. That has proved somewhat optimistic, but by the begin- 
ning of this year all that remained of price control were the ceil- 
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ings on wheat, sugar, oils and fats, soap, shortening, tin, and 
primary iron and steel. In addition, we continued and still con- 
tinue our rent and eviction controls. Under its emergency pow- 
ers the government still retained the power to reimpose price 
ceilings whenever conditions warranted, and the sharp further 
upswing in prices early this winter caused the government to 
exercise these powers in the case of butter, cabbages and most 
canned fruits and vegetables. The government has also re- 
quested and received from Parliament the right to continue its 
price-controlling powers for another year, that is, to March 31, 
1949. It has made it very clear, however, that it regards these 
as emergency powers and that it does not intend to go back to 
any general or over-all system of price control. It is using its 
powers only to place specific controls on those sections of the 
price structure which appear to be getting out of line. 

This program of decontrol, we believe, has been an orderly and 
well-considered one. It has followed a logical pattern and 
avoided the two extremes: on the one hand, the extreme of sud- 
den withdrawal of all controls, leaving economic forces to adjust 
themselves to the new situation overnight and therefore chaoti- 
cally; and, on the other hand, the extreme of retaining for too 
long a full-fledged control program with its probable inevitable 
effect in restricting production and aggravating the problems of 
readjustment that must ultimately be faced. Despite the order- 
liness and the gradualness of the decontrol program, however, it 
has been accompanied by an increase in the price level of fairly 
sizable proportions. Between December 1945 and February 
1948, the index of the Canadian cost of living increased by 25 
per cent, and the index of wholesale prices by 41.8 per cent. 
These increases are somewhat higher than the corresponding in- 
creases in a few other countries during the same period, but this 
is a reflection of the fact that Canada, at the end of 1945 and in 
relation to pre-war levels, showed smaller increases than almost 
any other country. Last December, in respect of our cost-of- 
living index we were still below all the other fifty countries for 
which figures are reported in the United Nations Monthly Bul- 
letin of Statistics, excepting only Australia, New Zealand, South- 
ern Rhodesia and the United Kingdom. 

This suggests that the major explanation of our recent price 
rise lies in price-raising factors outside our borders. Canada 
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ranks as the third largest importer and exporter of goods in the 
world. In these circumstances we could not hope under normal 
conditions to insulate ourselves from the effects of the inflation- 
ary rise in prices throughout the world. With the coming of 
peace, the elaborate system of controls and subsidies, both on 
domestic goods and on imports and exports, with which we had 
safeguarded ourselves during the war had had to be withdrawn, 
piece by piece, and the Canadian structure had therefore been 
left more and more exposed to external influences. 

I have no desire to belittle the domestic factors which con- 
tributed to the over-all result. A considerable part of the rise 
in the cost-of-living index over the past two years has been due 
to the cessation of subsidy payments and the widening of dealers’ 
and manufacturers’ margins following the release of controls. 
The most important factor, however, has been the boom which 
has been developing in my country as in yours. Despite the 
magnitude of the industrial reconversion problem with which 
V-J Day confronted us and the large number of enlisted men 
and of war workers for whom new peacetime occupations had 
to be found, Canada made the transition from a wartime econ- 
omy to a peacetime economy with astonishing speed and smooth- 
ness. In a little over a year we were again passing into a zone 
of full employment and since then we have been witnessing a 
real economic boom, particularly in the field of consumer goods 
and industrial capital expenditures. It is a boom of unprece- 
dented proportions even though the public does not seem to be 
aware of it—thanks largely, I suppose, to the abnormal way in 
which the usual barometer, the stock market, has been acting. 
Our gross national production has increased from $11.6 billion 
in 1945 to over $13 billion last year—in 1938 it was $5.1 billion. 
Personal expenditure on consumer goods and services increased 
from $6.8 billion to $8.7 billion in the last two years. In 1947 
the grand total of new capital investment in Canada, including 
investment by industry, institutions, governments, farmers and 
housebuilders, reached the unprecedented total of $2.4 billion. 
A recent survey, based on current intentions, forecasts a com- 
parable figure for 1948 at $2.8 billion. To convert into your 
terms, these figures would have to be multiplied by about 18. 

Activity of this degree of intensity naturally exerts a severe 
strain on our economy and on our cost and price structure. Par- 
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ticularly in the case of labor, materials and equipment used in 
capital goods expansion, the pressure of demand has been and 
still is intense. This level of demand is not too concerned about 
price and therefore not too inclined to resist the upward trend 
in costs and prices. Capital expansion and high industrial activ- 
ity in Canada always mean heavy imports of United States 
machinery, equipment and materials—chiefly coal, cotton and 
petroleum products. High incomes in Canada similarly mean 
heavy importation from the United States of consumers’ durable 
goods and many luxuries or semi-luxuries. When this happens 
at a time when we are financing a substantial portion of our ex- 
ports to Europe on credit, the inevitable result is a drain on our 
exchange reserves. We still have, I should emphasize, an over- 
all surplus in our current account with all countries, a very large 
one in 1946 and one not so large in 1947, but in both cases this 
current account surplus was not as large as the volume of our 
exports financed on credit or given away. We have, as you 
know, put into operation a comprehensive program to correct 
the drain on, and to replenish, our reserves, and that program, 
I am glad to be able to report, is working—much better indeed 
than we had expected. It is pertinent for our present purpose, 
however, to note that the effect of the import restrictions which 
form an important part of the program is to exert still further 
pressure upon prices. 

In the face of the developing post-war boom, we have tried 
to adapt and develop our fiscal and monetary policies in such a 
way as to restrain excesses without endangering full employ- 
ment and maximum production. Never before has there been 
so great a world need for the maximum output of this Western 
Hemisphere, and our problem, it has seemed to us, is to keep 
the productive car rolling along at optimum speed, avoiding 
both the reckless speed that would soon lead to disaster and the 
too sudden or too drastic braking that would skid the car into 
the ditch. This type of consideration was primarily responsible 
for the gradualness and orderliness with which we dismantled 
our wartime price controls, which I have already described. It 
has had an equally important influence on our policies in the 
field of credit and finance. 

As far as fiscal policy is concerned, we have consciously fol- 
lowed a policy of maintaining taxes at such a level as would pro- 
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duce substantial surpluses in our government accounts. True, 
our rates of tax on personal incomes have been cut substantially 
from the very high levels of wartime because they were threaten- 
ing to impair output and undermine enterprise. But they are 
still very high as compared with pre-war levels. The excess 
profits tax was gradually reduced and finally eliminated only as 
from the first of this year. Corporations now pay to the Do- 
minion government a tax of 30 per cent on net profits. The rest 
of the wartime tax structure stands very nearly intact. As a 
result of these high tax rates and of high incomes and business 
activity, total government revenues have been maintained at ab- 
normally high levels. Last year I was able to report a substantial 
surplus and, for our latest fiscal yeat which ended yesterday, I 
shall be reporting to Parliament in a budget speech a few weeks 
hence another surplus of such a magnitude as to bring a glow to 
the heart of any Canadian Minister of Finance. Under our ac- 
counting system, these surpluses are calculated before taking 
account of investments and loans, including those to govern- 
ments abroad, so that in fact we have invested a considerable 
portion of them in such so-called active assets. A substantial 
part of these surpluses, however, has been available and has been 
used to retire public indebtedness. 

While we have been using surpluses in part to pay off public 
debt, we have deliberately continued into the post-war period 
the wartime practice of carrying on nation-wide campaigns to 
sell government securities of the savings type to industrial work- 
ers and to persons of small or moderate incomes. Since October 
1946, the total sales of these National Savings Bonds, less re- 
demptions, have amounted to $663 million. At first, as the in- 
flationary pressure was not so strong, the dominant motive was 
to provide an opportunity for the small investor to continue the 
salutary habit of saving he had acquired in wartime. Increas- 
ingly as time has gone on, more recognition has been given to 
the value of these campaigns in mopping up purchasing power 
and easing the inflationary pressure. 

I wish now to say a word about the effects of the government’s 
fiscal and financial policy upon the banking system. Direct 
financial assistance by the banking system to the government 
reached its peak in October 1945, when holdings, by the Bank 
of Canada and the chartered banks, of deposit certificates and 
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other Dominion securities designed especially for the banking 
system reached $2% billion. From that date to the end of De- 
cember last, out of our surpluses of cash receipts over expendi- 
tures and out of the proceeds of public borrowings, the govern- 
ment was able to reduce the total of such banking securities by 
$1.4 billion. This reduction in the banking system’s holdings 
of such securities represents about half the amount of the war- 
time increase in money supply resulting from government 
financing. Of this reduction, $782 million had occurred by 
December 1946, and the balance of $665 million took place in 
the calendar year 1947. These figures, it seems to me, demon- 
strate pretty clearly the extent to which the government’s post- 
war fiscal policies have attacked the problem created by wartime 
credit expansion. 

During the latter part of the war, a substantial part of the 
increase in money supply took place because the people 
on balance were net sellers of government bonds during the 
months between bond-selling campaigns; and most of these 
bonds of necessity ended up in the portfolios of the banking 
system. It is true that there was at the same time a very consid- 
erable expansion in idle savings deposits, but not to the full ex- 
tent of the banking system’s increased holdings of bonds. Con- 
trary to some prevailing opinion, however, sales by the general 
public of its accumulated holdings of government bonds have 
not been a factor increasing credit expansion during the past 
year or so. In 1946 the banking system’s holdings of govern- 
ment bonds and of temporary loans made to assist Victory Loan 
purchases increased by only $93 million, while in 1947 govern- 
ment bonds held by the Bank of Canada and the chartered banks 
actually declined by $27 million. 

I should state at once that, in spite of the large reduction in 
money supply which the government’s fiscal policy has effected, 
our total money supply has not declined during the past two 
years. On the contrary, according to the Bank of Canada’s 
calculations, the supply of money in Canada increased from $3.5 
billion at the end of 1945 to $3.9 billion at the end of 1947. 
The reason for this was the large increase in loans made by the 
chartered banks and in their holdings of securities other than 
those issued by the Canadian government. At the end of De- 
cember last, the total of these two types of assets in their port- 

[90] 


No. 1] PRICES AND CREDIT gI 


folios was not far from double what it had been on December 
31, 1945. Important as factors accounting for this large in- 
crease were increases in loans to and securities of provincial and 
municipal governments, increases in loans to manufacturers and 
merchandisers, probably due in large part to higher inventories, 
increases in loans for consumer credit purposes, and increases in 
loans to and securities of business firms made or issued for capi- 
tal development purposes. 

The monetary policy which has been followed in the last two 
years has been of a type designed to supplement the restraining 
effect of the government’s policy of paying off debt out of cur- 
rent surpluses. As a result of central bank action, for instance, 
the average cash reserve of the chartered banks has been main- 
tained at a slightly lower level in 1946 and 1947 than at the end 
of 1945, although the effectiveness of this action was weakened 
to some extent by the willingness of the banks to let their cash 
ratios run down a bit. 

I might mention another development of some interest in the 
field of monetary policy, though it was instituted for other rea- 
sons as well. This was a voluntary agreement negotiated with 
the chartered banks in the opening months of 1946. To under- 
stand this arrangement, it should be remembered that we have 
practically no specialized savings institutions in Canada and that 
our chartered banks perform this public function as well as those 
of ordinary commercial banks. Under this arrangement, the 
banks agreed that their holdings of Dominion government do- 
mestic bonds would not average more than 90 per cent of their 
Canadian savings deposits and that by appropriate selection of 
an average term their earnings on such bonds held for invest- 
ment account would not exceed their operating costs on Cana- 
dian savings deposits by more than a moderate profit margin for 
this type of banking business. This profit margin was to be 
subject to review from time to time. If the banks should wish 
to invest in Dominion bonds beyond the amount recognized as 
appropriate in connection with their Canadian savings deposits, 
they were to avail themselves of Treasury Bills or other short- 
term securities bearing an appropriate low rate of interest. If 
perhaps the primary purpose of this agreement was to restrict to 
reasonable proportions the earnings of banks from holding gov- 
ernment bonds, a second purpose was to prevent banks from 
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being unduly aggressive buyers of government bonds in the 
market, which might have the effect of dislodging general pub- 
lic holdings of such securities and perhaps lead to some increase 
in the supply of credit. 

It used to be the orthodox view, and it is a view still held in 
some quarters, that the solution to the type of situation which 
exists today is to allow interest rates to rise to increase the supply 
of savings and to choke off the demand for them. During 1947, 
especially in the latter part of the year, interest rates did stiffen 
in the United Kingdom and the United States, and since the 
first of this year in Canada the yield on long-term government 
bonds has risen in two steps to the level on which the Victory 
Loans were raised during the war—that is to say, 3 per cent. 
However, I do not think this should be interpreted to mean any 
conviction on the part of our monetary authorities as to the 
efficacy of interest-rate changes as an instrument for controlling 
credit expansion under current conditions. In commenting on 
the reduction in its bid prices for government bonds on February 
27 last, the Bank of Canada used the following words: 


The degree of the change in interest rates does not appear 
inappropriate in the circumstances. On the other hand the 
Bank of Canada does not regard the increase in rates which has 
taken place as one of the most important factors in combatting 
a general rise in price levels. The bank is not in favor of a 
drastic increase in interest rates which would be likely to create a 
situation that might hamper, and might even prevent, essential 
forms of capital investment which Canada needs and which it 


is desirable should be proceeded with. 


Perhaps I might amplify this statement a little. On the 
supply side, it is difficult to believe that any reasonable increase 
in interest rates would persuade the general public to save more 
and increase on balance its holdings of government bonds, thus 
making possible effective open market operations by the central 
bank. During the war the public in all democratic countries 
was persuaded to increase its holdings of government bonds on 
a scale far beyond anything previously dreamed of. A rise in 
interest rates likely to be sufficient to induce the public to in- 
crease its savings materially under present conditions would 
cause so drastic a fall in the prices of such bonds and so chaotic 
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a condition in the money market and among institutional as 
well as individual investors that I doubt whether any responsible 
person would recommend it as deliberate policy. Even if the 
public should increase its purchases of government bonds, this 
would not be anti-inflationary unless the purchasers, in doing so, 
increased their current savings. A switch from idle savings de- 
posits to bonds would not be enough, and it is difficult to be- 
lieve that most of the small savers are likely to reduce their liv- 
ing expenditures under current conditions merely because they 
can obtain a slightly higher interest rate on the money they 
save. 

Analysis of the demand side of the market leads to a similar 
conclusion. From the point of view of the industrial borrower, 
demand is so intense that it would take a really substantial 
change in interest rates to dampen his enthusiasm and make him 
defer his capital project. Difficulty in obtaining loans or in 
floating securities would be a much more effective deterrent than 
higher rates. It would, of course, be comparatively easy for the 
central bank to produce such chaotic conditions in the money 
market that even the largest and strongest corporations would 
have difficulty in raising money. But as I have already indi- 
cated, what we need is a slowing down, not a sudden cessation, 
of capital development. 

In general I would expect this to be substantially the philos- 
ophy which animates the monetary authorities in your country 
and in the United Kingdom. 

In conclusion, may I say that the remaining type of remedial 
influence on which we have placed some reliance is that of in- 
formation and moral suasion. Those of us who have some 
responsibility in these matters have tried to disseminate informa- 
tion and understanding as to the nature and significance of pre- 
vailing economic trends. Probably of greatest importance in 
this connection is the influence of our central banking author- 
ities. The annual reports of the Bank of Canada are models of 
penetrating economic analysis and replete with fruitful sug- 
gestion, express or implied. I know also that officials of the 
Bank are in frequent consultation with the management of the 
chartered banks and I am sure there is a continuing exchange 
of views as to changing developments and the actions and poli- 
cies appropriate to each new development. Such exchange of 
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information and opinion between central bank and commercial 
bank officials and between bank officials and business men is, it 
seems to me, exceedingly valuable. 

It may not be wholly effective at a time when the prevailing 
psychology of business men and the public is expansive. But 
it is most in accordance with our democratic way of doing 
things, it is flexible and it may indeed be very effective if all the 
relevant facts are made available and their meaning discussed by 
a suficient number of the leaders of business and of public 
opinion. 

The Academy of Political Science is helping to do that by 
devoting this semi-annual meeting to a discussion of what is 
probably the most important of our current economic problems. 
(Applause) 
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REMARKS BY THE CHAIRMAN 


CHAIRMAN LEFFINGWELL: We are all very grateful, Mr. Min- 
ister, for this interesting and admirable speech. 

It is the privilege of the presiding officer on such an occasion as 
this, or, if not his privilege, within his power, to make a few remarks 
on his own account; and he may well get away with it if he makes 
them very few. 

Fiscal policy and debt management in the United States, and prices 
and credit in Canada, all the plans of both governments for the orderly 
handling of these important affairs, are necessarily subject to what hap- 
pens abroad. The best laid plans of our finance ministries will go 
astray if Europe starves or if war comes. We have been warned by 
our government of the gravity of the crisis in western Europe, and of 
the gravity of the crisis in our relations with Russia. 

I believe in our constitutional system of government, and in our 
ability to make it function in time of crisis; even though the crisis 
is inconsiderate enough to occur in a presidential election year. Per- 
haps “inconsiderate” is not the right word. Perhaps the Russians 
planned it that way; perhaps it was deliberate. Mr. Harold Laski 
put this point rather neatly on his arrival on the Queen Elizabeth 
last week. Said he: “ The gentlemen in the Kremlin think that your 
policy is semi-paralyzed until November. They are gathering rose- 
buds while they may.” 

True, we walked out of the councils of the nations in 1920, a 
presidential election year, and became fully isolationist. We let the 
domestic crisis go from bad to worse in 1932, a presidential election 
year. After that election we exaggerated our isolationism and passed 
the Johnson Act black-listing our allies for nonpayment of debts, 
abandoned the freedom of the seas and the right to trade freely with 
belligerents; and we did not act as though we cared much whether the 
Germans conquered the whole of Europe or not, until 1940, when 
the second German war had been going on in Europe for a year. 

Now, we are doing better. The Marshall Plan has passed both 
Houses. Our country has found a unity on foreign policy under such 
able leaders, in the Administration, as Secretary Marshall and our friends 
and neighbors Robert Lovett, Lewis Douglas and James Forrestal, 
and, in Congress, as that great statesman, Senator Arthur Vandenberg. 
In this great crisis of the world and of our country, national unity 
in support of the foreign policies of our government, national unity 
for the defense of freedom, or of what is left of it in this sad world, 
will prove the capacity of our constitutional government to function 
effectively. 
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Until peace and law and order are restored in the world, and some 
measure of assurance is given to the suffering people of Europe, or what 
is left of them west of the Stettin-Trieste line, that the Russian 
avalanche will not grind over them too, there cannot be full European 
recovery and rehabilitation. When I hear the critics of the Marshall 
Plan complain of the progress that has been made in Europe, and very 
great progress has been made, I think to myself of one who, when 
he saw some poor forlorn fellow passing by, said to himself: “ There 
but for the grace of God goI.” Are we better off because of the supe- 
rior virtue and intelligence and diligence of us Americans; or just by 
the grace of God, and of the fact that our ancestors came over here 
centuries or decades ago, took possession of a great continent, and put 
some thousands of miles of ocean between us and the aggressor states? 
Is it because of our peculiar virtue, or by the grace of God, and of the 
fact that other nations resisted Germany for two or three years before 
either the First or Second World War was forced upon us? 


The United Kingdom alone among the victorious Powers fought both 
wars from the beginning to the end. In the process Britain spent 
the lives and health of her young men and the accumulated wealth 
of centuries. Is it for us to say that these gallant people, who bore 
the brunt of both wars for so long, and the brunt of the Second War 
alone so long, are to be condemned because they have not succeeded 
yet in straightening out the problems resulting from the sacrifices 
they made in the victorious wars they fought? 

It was six years, from 1918 to 1924, after the First War, before 
reconstruction was under way in Europe. Yet there was no nation 
fighting reconstruction and recovery then, as Russia is fighting re- 
construction and recovery now. Are we to be despondent because, 
in spite of the all-out effort of Russia to sabotage reconstruction and 
recovery, Europe has not yet achieved recovery in three years? Of 
course Britain and western Europe can and will recover. 

I have no doubt at all that, if we vigorously support our govern- 
ment in its policy of help to western Europe, we shall achieve our 
objective. Only a policy of penuriousness and weakness at this 
critical hour in human history could result in disaster to Europe and 
to ourselves. We must be strong. We must be united as a people. 
We must be of one mind for the recovery and defense of what is 
left of the free world. 


I am sure I speak for you all when I thank the Minister and the 
Under Secretary for their graciousness in coming here and discussing 
and explaining the policies of our two governments. And now I de- 
_ clare the meeting adjourned. 
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